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CHAPTER  1 
INTRODUCTION  AND  SUMMARY 


This  report  examines  the  effects  of  the  sales  source  rules  on  U.S.  income  tax  revenue  and  trade. 
The  sales  source  rules  are  the  U.S.  income  tax  rules  for  determining  the  source  of  income  from  the  sale 
of  inventory  property.  The  estimates  in  the  report  are  based  on  U.S.  corporate  income  tax  returns  filed 
for  1986  and  1988  and  recent  Department  of  Commerce  surveys  of  international  trade. 


1.1       BACKGROUND 

The  report  was  prepared  in  response  to  section  1211(d)  of  the  Tax  Reform  Act  of  1986  (1986 
Act).  That  provision  directs  the  Secretary  of  the  Treasury  or  his  delegate  to  conduct  a  study  of  the 
longstanding  sales  source  rules  and  to  submit  the  findings  in  a  report,  together  with  such  recommenda- 
tions as  he  may  deem  advisable,  to  the  Committee  on  Ways  and  Means  of  the  House  of  Representatives 
and  the  Committee  on  Finance  of  the  Senate.  The  Conference  Report  to  the  1986  Act  states  that  the 
study  should  be  done  in  light  of  the  1986  Act's  lower  income  tax  rates  and  Congressional  trade 
concerns. 

The  sales  source  rules1  determine  when  income  from  a  sale  of  inventory  property2  can  be 
considered  to  arise  within  the  United  States  and  when  it  can  be  considered  to  arise  abroad.  The  rules 
allow  a  U.S.  taxpayer,  in  certain  cases,  to  treat  a  substantial  portion  of  the  income  from  the  sale  of 
exports  as  arising  from  sources  outside  the  United  States  based  on  a  formula  that  gives  equal  weight  to 
the  place  where  the  exporter  passes  title  to  its  product  and  the  location  of  the  exporter's  assets.  Income 
from  export  sales  often  attracts  little  or  no  foreign  income  tax.3  When  a  U.S.  multinational  exporter4 
has  excess  foreign  tax  credits,  having  additional  foreign  source  income  that  bears  little  or  no  foreign 
income  tax  often  allows  the  exporter  to  increase  the  foreign  tax  credit  that  it  otherwise  could  have 
claimed.  Thus,  when  the  sales  source  rules  permit  a  U.S.  multinational  exporter  to  treat  more  income 
as  derived  from  foreign  sources  than  would  an  activity-based  rule,  the  sales  source  rules  could 
encourage  exports  by  reducing  a  U.S.  exporter's  income  tax  liability.5 


1  The  sales  source  rules  are  found  in  sections  861(a)(6),  862(a)(6),  863(a),  863(b)(2)  and  (3),  and  the  regulations  thereunder. 
Throughout  this  report,  unless  otherwise  noted,  "section"  refers  to  a  section  of  the  Internal  Revenue  Code  (Code)  and  "Reg.  §"  refers 
to  a  section  of  the  Treasury  Regulations. 

2  Section  865(i)(l)  defines  inventory  property  to  include  stock  in  trade  and  other  property  held  primarily  for  sale  to  customers  in  the 
ordinary  course  of  business. 

'  U  .S.  exporters  are  taxed  on  their  worldwide  income.  Their  taxable  income  from  exports  may  be  attributable  to  activities  performed 
outside  the  United  States  by  a  branch  office,  and  a  portion  of  the  income  may  be  subject  to  foreign  income  tax.  By  contrast,  the  value 
of  exports  as  defined  by  the  Commerce  Department  is  the  value  of  exported  property  at  the  U.S.  border,  which  excludes  the  value  added 
by  any  subsequent  foreign  sales  activity. 

*    An  exporter  with  either  a  foreign  branch  or  a  foreign  subsidiary  that  pays  foreign  income  tax. 

5  The  stimulative  effect  of  the  sales  source  rules  depends,  in  part,  on  the  extent  to  which  U.S.  exporters  reflect  a  tax  saving  in  the 
price  of  their  product.  The  estimates  in  the  report  are  made  under  the  assumption  that  the  entire  tax  saving  attributable  to  the  sales  source 
rules  is  reflected  as  a  price  reduction.  This  assumption  produces  estimates  that  tend  to  maximize  the  stimulative  effect  of  the  sales  source 
rules  on  exports. 
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1.2       SUMMARY  OF  THE  MAIN  FINDINGS 

While  it  is  difficult  to  measure  the  effects  of  the  sales  source  rules  with  great  precision,  it  is 
estimated  that  if,  in  1990,  the  rules  had  been  replaced  with  an  activity-based  rule,6  the  U.S.  income  tax 
liability  of  multinational  U.S.  exporters  would  have  increased  by  between  $1.8  billion  and  $2.1  billion.7 
The  effect  of  a  change  to  an  activity-based  source  rule  on  exports  for  1990  is  estimated8  to  be  a 
reduction  in  exports  of  between  $4.0  billion  and  zero;  the  best  estimate  being  a  $1.7  billion  reduction. 
It  also  is  estimated  that,  in  the  long  run,  any  reduction  in  exports  of  goods  would  be  matched  by  a 
reduction  in  imports  of  goods. 

The  estimate  of  the  1990  revenue  cost  of  the  sales  source  rules  is  subject  to  error,  primarily 
because  1986  was  the  latest  year  for  which  a  complete  set  of  data  needed  to  produce  an  estimate  was 
available,  and  events  thought  to  have  a  significant  effect  on  the  revenue  cost  of  the  rules  (such  as 
responses  made  by  U.S.  exporters  and  foreign  governments  to  the  corporate  tax  changes  made  by  the 
1986  Act)  occurred  after  1986.  For  years  after  1991,  the  revenue  cost  may  be  even  lower  than  this 
range  suggests  because  exporters  with  sales  to  independent  distributors  generally  must  determine  the 
source  of  their  export  income  using  an  activity-based  rule  as  result  of  the  decision  in  Phillips  Petroleum 
Co.  v.  Commissioner.9 

The  effect  of  the  sales  source  rules  on  trade  also  is  difficult  to  assess,  owing  to  uncertainty  over 
the  responsiveness  of  exports  to  a  cost  reduction.  The  range  noted  is  based  on  a  reasonable  range  of 
estimates  for  this  responsiveness.10 


1.3       ORGANIZATION  OF  THE  REPORT 

The  economic  consequences  of  the  sales  source  rules  arise  from  their  effect  on  the  ability  of  U.S. 
exporters  to  claim  foreign  tax  credits  in  computing  their  U.S.  income  tax  liability.  The  report  therefore 
begins  with  a  summary  of  the  relevant  income  tax  law.  Chapter  2  describes  the  rules  governing  taxation 
of  foreign  source  income  and  income  earned  by  FSCs.  Chapter  3  explains  how  the  sales  source  rules 
provide  incentives  to  U.S.  exporters  to  export,  and  how  the  rules  affect  income  tax  revenues.  Chapter 
4  describes  the  data  and  the  methods  used  to  estimate  the  effects  of  the  sales  source  rules  on  income 
tax  revenue  and  trade,  and  Chapter  5  presents  the  results  and  concluding  remarks. 


6  Section  4.2  contains  a  complete  description  of  the  baseline  chosen  for  measuring  the  effects  of  the  sales  source  rules. 

7  This  revenue  estimate  takes  into  account  the  likelihood  that  many  U.S.  exporters  would  have  restructured  their  exporting  activities 
to  increase  their  utilization  of  Foreign  Sales  Corporations  (FSCs). 

8  These  estimates  are  made  by  assuming  that  the  change  to  an  activity-based  rule  would  have  been  in  effect  for  several  years  by  1990. 

9  97  T.C.  30  (1991)  (reviewed  by  the  court).  The  activity-based  rule  required  by  Phillips  is  the  independent  factory  price  (IFP) 
method,  one  of  the  sales  source  rules  of  current  law.  The  IFP  method  is  very  similar  to  the  baseline  chosen  for  the  report.  (See  pages 
8-10  for  a  discussion  of  the  IFP  method  and  Phillips.)  Because  of  limitations  in  the  data,  it  was  not  possible  to  adjust  for  die  effect  of  this 
decision. 

10  The  change  in  the  value  of  exports  induced  by  a  change  to  an  activity-based  rule  would  be  zero  if  the  elasticity  of  the  foreign 
demand  for  U.S.  exports  (a  measure  of  the  responsiveness  of  export  demand  to  a  change  in  price)  is  unity.  Although  the  best  estimate 
is  that  the  elasticity  is  greater  than  unity  (a  proportionate  price  reduction  would  produce  a  greater  than  proportionate  increase  in  quantity 
exported)  a  number  of  econometric  estimates  of  elasticity  are  less  than  unity,  which  would  imply  that  the  sales  source  rules,  compared 
to  an  activity-based  rule,  would  reduce  the  value  of  exports. 


CHAPTER  2 
INCOME  TAX  RULES 


2.1       INTRODUCTION 


This  chapter  describes  the  income  tax  rules  that  apply  to  a  U.S.  exporter  of  inventory  property. 
The  first  part  of  the  chapter  briefly  discusses  some  principles  of  international  and  U.S.  income  taxation. 
Next,  there  is  a  detailed  discussion  of  the  foreign  tax  credit,  followed  by  a  description  of  the  sales 
source  rules.  The  chapter  concludes  with  a  discussion  of  foreign  sales  corporations  (FSCs)  and  the 
interaction  of  the  FSC  rules  with  the  sales  source  rules. 


2.2       AVOIDING  DOUBLE  TAXATION  OF  INTERNATIONAL  INCOME 

Countries  generally  tax  both  the  income  that  arises  within  their  borders  (source-based  taxation) 
and  the  income  earned  by  their  residents,  whether  arising  within  or  without  their  borders  (residence- 
based  taxation).  When  a  country  (the  residence  country)  asserts  its  jurisdiction  to  tax  an  item  of  income 
because  it  is  paid  to  one  of  the  country's  residents,  and  another  country  (the  source  country)  asserts  its 
jurisdiction  to  tax  that  item  of  income  because  it  considers  the  income  to  arise  within  its  borders,  double 
taxation  of  the  income  may  result.  Generally,  countries  act  to  avoid  double  taxation  of  international 
income  because  double  taxation  is  believed  to  be  inequitable  and  economically  inefficient.  A  country 
either  may  exempt  its  residents  from  tax  on  income  arising  outside  its  borders,  or  it  may  grant  its 
residents  a  credit,  as  the  United  States  does,  for  income  taxes  paid  to  another  country  on  income  that 
it  considers  to  arise  outside  its  borders. 

Rules  for  determining  the  source  of  income  (source  rules)  play  an  important  role  in  allocating 
taxing  jurisdiction  between  countries.  A  country's  source  rules  determine  whether  income  arises  within 
its  jurisdiction  and  therefore  is  subject  to  tax  on  a  source  basis.  When  a  country  is  the  residence 
country,  its  source  rules  determine  whether  it  should  consider  income  as  arising  outside  its  borders  and 
therefore  allow  its  residents  to  claim  a  credit  for  income  taxes  paid  to  a  foreign  country  with  respect 
to  that  income  (or,  if  it  has  an  exemption  system,  exempt  that  income  from  tax).  When  two  countries' 
source  rules  are  not  harmonious,  double  taxation  may  result,  or  an  item  of  income  may  be  taxed  by 
neither  country. 


2.3       CERTAIN  U.S.  RULES  FOR  THE  TAXATION  OF  INTERNATIONAL  INCOME 

The  United  States  taxes  U.S.  citizens  and  residents  and  U.S.  corporations  on  their  worldwide 
income.  To  avoid  double  taxation  of  income  earned  abroad,  the  United  States  allows  a  credit  for  income 
taxes  paid  to  foreign  countries  with  respect  to  foreign  source  income. 

The  United  States  also  taxes  nonresident  aliens  and  foreign  corporations  on  most  investment  and 
business  income  from  U.S.  sources  and  certain  limited  amounts  of  foreign  source  income  that  are 
"effectively  connected"  with  a  U.S.  business."  In  particular,  foreign  importers  generally  are  subject 


Sections  871,  881,  and  882. 


to  U.S.  income  tax  on  U.S.  source  income  from  sales  of  inventory  property  (import  income).  The 
source  of  import  income  is  determined  under  the  sales  source  rules,  supplemented  by  a  special  source 
rule  which  generally  treats  import  income  from  sales  attributable  to  an  office  or  other  fixed  place  of 
business  in  the  United  States  as  U.S.  source.12  Since  the  source  rules  for  import  income  effectively 
operate  to  tax  all  import  income  attributable  to  U.S.  activity,  the  effect  of  the  sales  source  rules  on 
importers  is  ignored  in  arriving  at  the  estimates  in  this  report.13 

Many  other  countries  tax  importers  according  to  rules  that  emphasize  the  locus  of  the  economic 
activity  giving  rise  to  the  income.  Thus,  under  their  internal  law,  many  of  the  United  States'  larger 
trading  partners  tax  a  U.S.  exporter's  export  income  only  if  the  exporter  maintains  an  office  (or  other 
significant  presence)  in  that  country  and  that  office  carries  on  some  activity  in  connection  with  the 
sale.14 

Also,  by  income  tax  treaty,  the  United  States  agrees  not  to  tax  most  business  income  earned  by 
a  foreign  person  resident  in  another  country  (the  treaty  country)  unless  that  person  has  a  permanent 
establishment  in  the  United  States  (e.g.,  an  office  or  other  fixed  place  of  business)  and  the  business 
income  is  attributable  to  the  permanent  establishment.15  Similarly,  a  treaty  country  generally  does  not 
tax  income  earned  by  a  U.S.  exporter  from  the  sale  of  inventory  property  within  that  country  unless  the 
exporter  has  a  permanent  establishment  in  that  country  and  the  sale  is  attributable  to  that  permanent 
establishment.  Thus,  in  some  cases  because  of  the  other  countries'  internal  tax  laws,  and  in  other  cases 
because  of  the  U.S.  treaty  network  it  is  often  possible  for  a  U.S.  exporter  to  structure  its  foreign  sales 
activities  so  that  it  pays  little  or  no  foreign  income  tax  on  its  export  income.16 


2.4       THE  FOREIGN  TAX  CREDIT 

The  Revenue  Act  of  1918  was  the  first  U.S.  tax  law  to  permit  U.S.  persons  to  elect  to  claim  a 
credit  (the  direct  credit)  against  their  U.S.  income  tax  liability  for  income  taxes  paid  or  accrued  to  a 
foreign  country  instead  of  deducting  those  taxes.  Since  then  the  United  States  has  allowed  a  foreign  tax 
credit  in  one  form  or  another.17  The  Revenue  Act  of  1918  also  introduced  a  credit  (the  indirect  or 


12  Section  865(e).  See  section  865(e)(2)(B)  for  an  exception  to  this  rule.  Some  import  income  also  may  be  taxed  in  the  United  States 
as  foreign  source  effectively  connected  income.  See  section  864(c)(4)(B)(iii). 

13  The  effect  of  an  activity-based  source  rule  on  foreign  importers  generally  would  be  limited  to  importers  without  a  U.S.  office, 
because  importers  with  a  U.S.  office  generally  are  subject  to  tax  on  income  attributable  to  the  office,  regardless  of  source.  However, 
importers  without  a  U.S.  office  would  be  little  affected  by  a  change  to  an  activity-based  source  rule,  because  they  carry  on  little  activity 
in  the  United  States,  and  they  currently  can  structure  their  selling  activities  to  produce  little  U.S.  source  income.  See  the  discussion  of 
the  sales  source  rules  beginning  on  page  7. 

14  For  a  survey  of  the  rules  for  the  taxation  of  income  from  the  import  of  inventory  property  of  twelve  significant  U.S.  trading 
partners,  see  "Minimizing  Taxes  on  Host  Country  Sales  of  Foreign  Products,"  The  Tax  Management  International  Forum.  Vol.  6,  No. 2 
(June  1985),  and  "Host  Country  Taxation  of  Sales  of  Foreign  Products,"  The  Tax  Management  International  Forum.  Vol.  11,  No.l  (March 
1990).  Taxation  of  U.S.  export  income  by  most  of  our  major  trading  partners  is  governed  by  their  internal  tax  laws  as  modified  by  our 
income  tax  treaties. 

15  U.S.  Department  of  the  Treasury,  1981  Draft  Model  Income  Tax  Treaty  (withdrawn  July  17,  1992),  Articles  4,  5  and  7;  OECD 
Model  Income  Tax  Treaty.  Articles  4,  5  and  7. 

16  A  U.S.  exporter  may  locate  its  foreign  sales  force  in  a  foreign  sales  subsidiary.  In  that  case  the  subsidiary's  income  normally  would 
be  subject  to  foreign  income  tax.  Income  earned  by  the  exporter  on  sales  to  the  subsidiary  ordinarily  would  bear  little  (if  any)  foreign  tax. 

17  Today  the  foreign  tax  credit,  and  related  provisions,  are  found  in  sections  26,  27,  59(a),  853,  865(h),  901  through  908,  960,  and 
1291(g). 
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deemed-paid  credit)  that  certain  U.S.  corporate  shareholders  may  claim,  generally  in  the  year  a  foreign 
subsidiary  pays  a  dividend,  for  foreign  income  taxes  paid  by  the  subsidiary. 

The  Limitation 

Since  1921,  foreign  tax  credits  have  been  subject  to  a  limitation  in  some  form.  Generally,  the 
limitation  is  intended  to  allow  a  credit  to  be  claimed  only  to  the  extent  that  the  credit  does  not  exceed 
the  amount  of  U.S.  income  tax  that  would  be  due  on  the  foreign-source  income  absent  the  credit.  The 
limitation  equals18 

U.S.  tax  (pre-credit)  on  worldwide  income  x   foreign  source  taxable  income 

worldwide  taxable  income 

or  more  simply  (assuming  the  taxpayer  has  no  domestic  loss), 

U.S.  tax  rate  (pre-credit)  x  foreign  source  taxable  income. 

To  the  extent  that  the  foreign  income  tax  is  less  than  the  limitation,  the  United  States  collects 
a  residual  tax  on  foreign  source  income.  If  the  foreign  income  tax  exceeds  the  limitation,  the  taxpayer 
pays  tax,  in  the  current  year,  on  foreign  source  income  at  the  effective  foreign  tax  rate  (rather  than  the 
lower  U.S.  tax  rate).  However,  the  excess  credit  that  results  may  be  carried  back  two  years  and  forward 
five  years  to  be  claimed  in  those  years,  subject  to  the  limitation  in  the  carryover  year. 

When  the  foreign  tax  credit  limitation  was  enacted  into  law  in  1921  it  was  applied  to  a  taxpayer's 
aggregate  foreign  source  income  (i.e.,  on  an  overall  basis)  rather  than,  for  example,  to  each  item  of 
foreign  source  income  separately  or  to  all  income  arising  within  a  particular  country.  If  a  U.S.  taxpayer 
earned  some  income  in  a  low-tax  foreign  country  and  some  in  a  high-tax  foreign  country,  it  could 
calculate  the  limitation  on  an  overall  basis  and  thus  effectively  average  (or  "cross-credit")  its  foreign 
income  taxes.  Averaging  reduces  (or  eliminates)  the  ability  of  the  United  States  to  collect  the  residual 
U.S.  income  tax  on  income  earned  in  the  low-tax  foreign  country,  as  the  following  example  illustrates. 

A  U.S.  corporation  earns  $100  of  taxable  business  income  in  each  of  Country  A, 
Country  B  and  the  United  States  and  pays  foreign  income  tax  of  $68,  comprising  $18  of 
tax  to  Country  A  and  $50  of  tax  to  Country  B.  The  corporation's  U.S.  income  tax 
liability  would  be: 


Worldwide  taxable  income 

$300 

U.S  tax  rate 

34% 

U.S  tax  (pre-credit) 

$102 

Foreign  income  taxes  ($50  +  $18) 

$68 

Foreign  tax  credit  limitation  ($102  x  ($200/$300)) 

68 

Foreign  tax  credit  allowed 

$68 

$68 

U.S.  tax  (post-credit) 

$34 

Excess  credit 

$0 

In  this  example,  computation  of  the  foreign  tax  credit  on  an  overall  basis  allows  the  corporation  to  claim 
a  credit  for  all  of  the  foreign  income  taxes  that  it  paid.  If  the  limitation  were  required  to  be  computed 
on  a  per-country  basis  (i.e. ,  separately,  for  taxes  paid  to  each  foreign  country)  the  United  States  would 


"   See  section  904(a). 


collect  an  additional  $16  of  tax  (on  income  from  country  A),  and  the  corporation  would  have  $16  of 
excess  foreign  tax  credits  (from  taxes  paid  to  Country  B).19 

During  much  of  the  history  of  the  foreign  tax  credit,  the  limitation  either  was  required,  or  could 
be  elected,  to  be  calculated  on  an  overall  basis.20  That  began  to  change  in  1962  when  the  limitation 
was  required  to  be  applied  separately  to  certain  interest  income,  and,  over  time,  the  number  of  separate 
categories  has  increased.  Reflecting  Congressional  belief  that  opportunities  for  averaging  should  be  cur- 
tailed when  U.S.  tax  rates  were  reduced,  the  1986  Act  increased  the  number  of  separate  categories  to 
at  least  nine.  Generally  a  separate  limitation  is  applied  to  an  item  of  income  if  its  source  can  be  manip- 
ulated, or  if  it  is  subject  either  to  little  or  no  foreign  income  tax  or  to  relatively  high  foreign  income 
tax.  Income  from  sales  of  inventory  property  ordinarily  is  assigned  to  the  residual  or  "general  limita- 
tion" category. 

The  Alternative  Minimum  Tax 

Since  1970  the  Code  has  included  a  corporate  minimum  tax  that  is  intended  to  ensure  that  most, 
if  not  all,  profitable  corporations  pay  some  income  tax  each  year.  There  is  also  a  minimum  tax  for  indi- 
viduals. The  1986  Act  revised  the  alternative  minimum  tax  (AMT)  in  a  number  of  ways,  including  the 
way  the  foreign  tax  credit  is  calculated  for  AMT  purposes.21  Generally  the  AMT  is  due  if  the  regular 
U.S.  income  tax  liability  (after  the  foreign  tax  credit)  is  less  than  the  tentative  minimum  tax  liability. 
Tentative  minimum  tax  liability  for  a  corporation  is  AMT  income  taxed  at  a  flat  20-percent  rate,  less 
the  AMT  foreign  tax  credit  for  the  year.  AMT  income  is  taxable  income  after  certain  adjustments, 
including  the  add-back  or  recomputation  of  certain  deductions. 

For  AMT  purposes  the  limitation  on  the  foreign  tax  credit  must  be  computed  using  AMT  foreign 
source  income  and  AMT  worldwide  income.  In  addition,  the  resulting  credit  may  not  exceed  90  percent 
of  the  pre-credit  tentative  minimum  tax  liability  (calculated  by  excluding  certain  deductions).  Special 
rules  are  provided  for  carrying  over  any  excess  AMT  foreign  tax  credits  to  other  years. 

Foreign  and  Domestic  Losses 

The  Code  also  contains  rules  intended  to  take  into  account  the  effect  of  foreign  and  domestic 
losses  on  the  foreign  tax  credit  limitation.  The  rules  reduce  opportunities  for  a  taxpayer  to  claim  a 
double  benefit  from  those  losses.22 


19  The  per-countiy  limitation  would  be  $34  for  each  of  Country  A  and  Country  B  ($102  x  ($100/$300)). 

20  However,  from  1932  until  1954  the  limitation  was  the  lesser  of  the  overall  and  the  per-country  limitation,  and  from  1955  until  1960 
the  per-country  limitation  was  required  to  be  used.  From  1960  until  1975  either  the  overall  or  the  per-country  limitation  could  be  elected. 

21  The  AMT  rules  are  found  in  sections  55  through  59. 

22  For  example,  if  a  U.S.  taxpayer  recognizes  an  overall  loss  from  its  foreign  activities  in  a  particular  year  (overall  foreign  loss), 
that  loss  reduces  its  U.S.  source  income  and  the  U.S.  tax  due  on  that  income.  Absent  a  rule  to  the  contrary,  if  the  taxpayer  had  foreign 
source  income  in  a  subsequent  year,  and  the  foreign  country  did  not  have  a  rule  that  carried  losses  forward  to  offset  income  in  that  year, 
the  taxpayer  would  pay  a  foreign  income  tax  and  claim  a  credit  for  that  tax  against  its  U.S.  income  tax  liability.  Thus,  over  a  period  of 
years  the  U.S.  taxpayer  would  have  no  foreign  source  taxable  income  (the  loss  in  the  prior  year  would  offset  the  subsequent  income),  but 
it  would  have  been  allowed  to  claim  a  foreign  tax  credit  and  to  deduct  the  foreign  loss. 


The  overall  foreign  loss  rules  were  added  to  the  Code  in  197623  to  curtail  this  double  benefit 
by  recharacterizing  as  U.S.  source  income  an  amount  of  foreign  source  income  equal  to  the  overall 
foreign  source  loss  recognized  in  prior  years.  Unless  the  taxpayer  elects  a  higher  percentage,  no  more 
than  50  percent  of  the  foreign  source  income  is  recharacterized  as  U.S.  source  income  in  any  year.  The 
recharacterization  tends  to  reduce  the  credits  that  can  be  claimed  for  the  foreign  tax  paid  on  that  income. 


There  are  similar  rules  for  cases  in  which  a  taxpayer  has  a  foreign  loss  in  a  particular  category 
of  income  (separate  limitation  loss),  but  foreign  source  income  in  one  or  more  other  categories,  and  for 
reducing  foreign  source  separate-limitation  income  by  domestic  losses.  There  also  is  a  special  loss- 
recapture  rule  applicable  to  a  disposition  of  property  that  was  used  in  a  trade  or  business  outside  the 
United  States  during  the  three-year  period  ending  on  the  date  of  the  disposition. 


2.5   THE  SOURCE  RULES  FOR  SALES  OF  INVENTORY  PROPERTY 

The  Code  contains  two  source  rules  for  the  sale  of  inventory  property  that  are  of  particular 
importance  to  U.S.  exporters.24  One  rule  is  for  inventory  property  that  the  exporter  purchases  and 
sells;  the  other  is  for  inventory  property  that  the  exporter  produces  and  sells. 

The  Title-Passage  Rule 

The  source  of  gross  income  derived  from  inventory  property  that  is  purchased  by  an  exporter 
in  the  United  States  and  sold  outside  the  United  States  is  determined  under  the  "title-passage"  rule  of 
section  862(a)(6),  which  treats  such  income  as  derived  entirely  from  the  country  in  which  the  sale 
occurs.25  Generally  the  regulations  treat  a  sale  as  occurring  when  and  where  title  passes.26  There  are 
two  exceptions  to  this  rule.  First,  if  a  transaction  is  structured  with  tax  avoidance  as  the  primary 
purpose,  then  title  is  considered  to  pass  when  and  where  the  substance  of  the  sale  occurs.  Also,  if  bare 
legal  title  is  retained  by  the  seller,  the  regulations  treat  the  sale  as  occurring  when  and  where  "beneficial 
ownership  and  risk  of  loss"  are  transferred. 

Under  conflict-of-law  rules,  foreign  law  sometimes  may  determine  title  passage  in  a  cross-border 
sale.  When  U.S.  law  applies,  however,  the  Uniform  Commercial  Code  (U.C.C.)  allows  the  parties  to 
the  sale  to  agree  when  and  where  title  will  pass,  and,  absent  an  agreement,  makes  title  pass  upon 


23  These  rules  are  found  in  section  904(0- 

24  The  rules  generally  apply  to  both  exports  and  imports.  However,  as  noted  on  page  4,  the  report  is  limited  to  the  effect  on  exports, 
because  the  sales  source  rules  have  little  effect  on  imports.  There  are  other  source  rules  for  the  sale  of  inventory  property  that  are  of 
limited  applicability.  These  are  not  discussed  in  this  report.  See,  e.g.,  Reg.  §  1.863-l(b). 

25  Section  862(a)(6)  provides  in  part: 

"The  following  items  of  gross  income  shall  be  treated  as  income  from  sources  without  the  United  States:  .  .  . 

(6)  gains,  profits,  and  income  derived  from  the  purchase  of  inventory  property  (within  the  meaning  of  section  865(i)(l))  within  the 
United  States  and  its  sale  or  exchange  without  the  United  States  .  .  .." 

26  Reg.  §  1.861-7(c). 
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performance  of  delivery.27  Thus,  under  the  Code  and  commercial  law,  parties  to  a  transaction 
generally  may  determine  the  source  of  income  from  a  sale  of  inventory  property  that  is  purchased  for 
resale  by  their  choice  of  the  place  and  time  for  passage  of  title. 

The  Independent  Factory  Price  Method  and  Related  Rules 

The  source  of  income  derived  from  the  sale  of  property  produced28  in  the  United  States  and 
sold  outside  the  United  States  (or  vice  versa)  is  determined  under  section  863. 29  Three  examples  set 
out  in  Treasury  Regulations  under  that  section30  govern  this  determination.  The  examples  date  back 
to  regulations  issued  in  1922  to  implement  a  predecessor  of  section  863. 

Example  (1)  of  the  Regulations  illustrates  the  independent  factory  price  (IFP)  method.31  As 
discussed  below,  this  method  must  be  used  whenever  an  independent  factory  price  is  available  to  the 
taxpayer.  The  second  example  illustrates  the  so-called  50-50  method,  which  determines  the  source  of 
50  percent  of  the  income  based  on  the  location  of  the  taxpayer's  property  held  or  used  in  the  production 
or  sale  of  the  inventory,  and  the  source  of  the  other  50  percent  based  on  the  title-passage  rule.32 
Generally,  this  method  is  used  whenever  an  IFP  is  not  available.  The  third  example  allows  the  source 
of  income  to  be  based  on  the  allocation  made  on  the  taxpayer's  books.  This  method  may  be  used  only 
with  the  IRS  district  director's  consent. 

The  IFP  method  of  Example  (1)  is  an  arm's-length  method  for  determining  the  source  of  income 
from  the  sale  of  inventory  property.  It  treats  the  portion  of  taxable  income  attributable  to  production 
activity  as  arising  in  the  country  in  which  the  property  is  produced  and  the  portion  attributable  to  sales 
activity  as  arising  in  the  country  in  which  the  property  is  sold.  The  portion  attributable  to  production 
activity  is  determined  by  reference  to  the  price  at  which  the  property  is  sold  to  independent  distributors 
or  other  selling  concerns  (the  IFP).  The  balance  of  taxable  income  from  the  sale  is  attributed  to  sales 
activity  and  is  presumed  to  arise  outside  the  country  of  production.33  This  arm's-length  method 


U.C.C.  §  2-401(1),  §  2-401(2)  (1977). 


The  United  States  is  a  party  to  the  United  Nations  Convention  for  the  International  Sale  of  Goods  (CISG),  19  I.L.M.  671,  which 
may  apply  to  determine  when  and  where  the  risk  of  loss  passes,  if  both  buyer  and  seller  do  business  in  countries  that  are  parties  to  the 
convention.  The  CISG  does  not  provide  rules  for  determining  tide  passage.  However,  the  CISG's  provisions  for  risk  of  loss  are 
substantially  similar  to  the  U.C.C.  rules  for  title  passage. 

28  "Produced"  is  defined  broadly  to  include  "created,  fabricated,  manufactured,  extracted,  processed,  cured,  or  aged."  Section  864(a). 

29  Section  863(b)(2)  provides  in  part: 

"Gains,  profits,  and  income  .  .  .  from  the  sale  or  exchange  of  inventory  property  (within  the  meaning  of  section  865(i)(l)) 
produced  (in  whole  or  in  part)  by  the  taxpayer  within  and  sold  or  exchanged  without  the  United  States,  or  produced  (in  whole  or  in  part) 
by  the  taxpayer  without  and  sold  or  exchanged  within  the  United  States  .  .  .  shall  be  treated  as  derived  partly  from  sources  within  and 
partly  from  sources  without  the  United  States." 

30  Reg.  §§  1.863-3(b)  and  1.863-3T(b). 

31  Reg.  §  1.863-l(b),  Example  (1). 

32  Reg.  §  1.863-3T. 

53   Example  (1)  of  Reg.  §  1 .863-3(b)(2)  states  in  part: 

"Where  the  manufacturer  or  producer  regularly  sells  part  of  his  output  to  wholly  independent  distributors  or  other  selling 
concerns  in  such  a  way  as  to  establish  fairly  an  independent  factory  price  or  production  price  —  or  shows  to  the  satisfaction  of  the  district 
director  (or,  if  applicable,  the  Director  of  International  Operations)  that  such  an  independent  factory  or  production  price  has  been  otherwise 
established  —  unaffected  by  considerations  of  tax  liability ,  and  the  selling  or  distributing  branch  or  department  of  the  business  is  located 
in  a  different  country  from  that  in  which  the  factory  is  located  or  the  production  carried  on,  the  taxable  income  attributable  to  sources 
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determines  the  source  of  income  from  sales  of  inventory  property  to  related  and  unrelated  companies, 
and  the  source  of  income  from  sales  by  branches.34 

In  1989  the  Internal  Revenue  Service  issued  Notice  89-10,35  which  supplements  Example  (1) 
by  setting  forth  the  circumstances  in  which  an  IFP  is  considered  to  exist.  The  notice  provides  that  a  sale 
will  establish  an  IFP  only  if  it  meets  certain  requirements,  including:  (i)  the  exporter/manufacturer 
regularly  sells  part  of  its  output  to  wholly  independent  distributors  or  other  selling  concerns  (located 
either  within  the  country  of  production  or  without);36  (ii)  the  income-generating  activity  of  the 
exporter/manufacturer,  other  than  the  manufacturing  or  production  activity  with  respect  to  the  product, 
is  not  significant  in  relation  to  manufacturing  or  production;37  (iii)  the  sale  occurs  in  the  taxable  year 
that  either  is  the  same  as,  or  immediately  prior  to,  the  year  in  which  the  sales  to  which  the  IFP  will  be 
applied  occur;  and  (iv)  the  sale  is  of  a  product  that  is  substantially  similar  in  physical  characteristics, 
function  and  price  to  the  product  to  which  the  IFP  will  be  applied. 

The  following  example  illustrates  the  IFP  method. 

Assume  a  U.S.  exporter  manufactures  widgets  in  the  United  States  and  sells  them 
in  Europe  through  a  branch  office  located  in  France.  Assume  also  that  the  exporter  does 
not  sell  directly  to  the  U.S.  public  but  regularly  sells  significant  numbers  of  widgets  to 
independent  U.S.  wholesalers  who  resell  the  widgets  within  the  United  States.  Finally, 
suppose  the  exporter's  marketing  expenses  are  not  significant  relative  to  the  gross 
receipts  from  its  sales,  and  that  it  sells  widgets  for  $75  per  unit  to  U.S.  wholesalers  and, 
after  allocation  of  deductions,  earns  taxable  income  of  $5  per  unit  on  each  sale.  If  the 
exporter  sells  widgets  through  its  branch  in  Europe  for  $100  per  unit  and  earns  taxable 
income  of  $15  per  unit  on  each  sale,  the  IFP  method  requires  the  exporter  to  treat  $5  of 
the  taxable  income  from  widget  sales  by  the  European  branch  as  U.S.  source  taxable 
income  and  $10  as  foreign  source  taxable  income,  because  the  sales  to  U.S.  wholesalers 
establish  an  IFP. 

In  the  past  some  U.S.  exporters  were  uncertain  whether,  if  they  had  sales  that  established  an 
IFP,  they  were  required  to  use  the  IFP  method.  In  1988  the  Internal  Revenue  Service  issued  Rev.  Rul. 
88-7338  which  interprets  Example  (1)  to  require  use  of  the  IFP  method,  if  an  IFP  exists.  This 
interpretation  recently  was  affirmed  by  the  Tax  Court  in  a  reviewed  opinion.  Phillips  Petroleum  Co. 
v.  Commissioner.  97  T.C.  30  (1991). 


within  the  United  States  shall  be  computed  by  an  accounting  which  treats  the  products  as  sold  by  the  factory  or  productive  department 
of  the  business  to  the  distributing  or  selling  department  at  the  independent  factory  price  so  established." 

M   Rev.  Rul.  88-73,  1988-2  C.B.  173. 

B    1989-1  C.B.  631. 

34  Thus,  if  a  U.S.  exporter  sells  only  to  related  companies,  no  IFP  exists.  Also,  sales  by  third  parties  of  comparable  products  do  not 
establish  an  IFP. 

37  For  example,  if  marketing  expenses  are  significant  relative  to  gross  receipts  from  sales  of  the  inventory  property,  a  sale  to  an 
unrelated  distributor  does  not  establish  an  IFP. 

w    1988-2  C.B.  173. 
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When  an  IFP  does  not  exist,  the  50-50  rule  may  be  used  to  determine  the  source  of  income. 
Under  the  50-50  rule  an  exporter's  U.S.  source  gross  income  from  exports  equals 


gross  income 


value  of  property  within  U.S. 


value  of  property  within  U.S.  +  value  of  property  within  foreign  country 

gross  sales  within  U.S. 
gross  sales  within  U.S.  +  gross  sales  within  foreign  country 


This  rule  generally  permits  an  exporter  to  treat  at  least  half  of  its  export  income  as  derived  from  foreign 
sources,  because  50  percent  of  that  income  usually  can  be  made  foreign  source  by  arranging  for  title 
to  pass  outside  the  United  States.  If  a  U.S.  exporter  has  assets  abroad  that  are  held  or  used  in  the 
production  or  sale  of  the  inventory  property,  the  percentage  of  taxable  income  that  is  foreign  source  can 
be  greater  than  50  percent. 


2.6       FOREIGN  SALES  CORPORATIONS 

Foreign  Sales  Corporations  (FSCs)  are  foreign  corporations  that  earn  income  from  participating 
in  U.S.  export  transactions.  The  FSC  rules  were  added  to  the  Code  in  1984  when  the  domestic 
international  sales  corporation  (DISC)  rules  were  phased  out  in  response  to  criticism  by  U.S.  trading 
partners  that  DISCs  violated  the  General  Agreement  on  Tariffs  and  Trade  (GATT).39  The  rules  are 
intended  to  provide  a  tax  treatment  of  income  earned  by  a  FSC  that  is  compatible  with  the  GATT. 

Generally  a  FSC  either  purchases  U.S.  goods  and  sells  them  abroad  (a  buy-sell  FSC),  or  it  is 
paid  a  commission  for  participating  in  a  sale  or  lease  (a  commission  FSC).  Although  a  FSC  may 
purchase  from  (or  provide  services  to)  unrelated  suppliers,  generally  a  U.S.  exporter  forms  its  own 
FSC.40  That  FSC  will  either  buy  and  sell  exclusively  the  exporter's  property  or  function  as  an 
exclusive  commission  agent  for  the  exporter. 

A  FSC  is  a  foreign  corporation  that  elects  FSC  status  and  is  formed  under  the  laws  of  a  qualified 
possession  of  the  United  States  or  of  a  country  that  either  has  an  income  tax  treaty  with  the  United 
States  that  includes  a  Treasury  certified  exchange  of  information  program  or  is  a  Caribbean  Basin 
Initiative  country  that  has  a  tax  information  exchange  agreement  in  effect  with  the  United  States.41  A 
FSC  also  must  satisfy  other  requirements  (designed  to  make  the  FSC  rules  compatible  with  the  GATT) 
including  requirements  that  the  FSC  be  managed  outside  the  United  States  and  that  it  carry  on  certain 
economic  processes  outside  the  United  States. 

Virtually  all  FSCs  (whether  a  commission  FSC  or  a  buy-sell  FSC)  that  deal  with  a  related  party 
determine  their  foreign  trade  income  under  one  of  two  administrative  pricing  rules;  i.e. ,  rules  that 
determine  the  price  that  the  FSC  is  deemed  to  pay  its  related  supplier  or  the  commission  it  is  deemed 


39  The  FSC  rules  are  found  in  sections  921  through  927.  The  DISC  rules  remain  in  the  Code  at  sections  991  through  997.  However, 
after  1984  a  DISC  shareholder  must  annually  pay  interest  on  its  DISC-related  deferred  tax  liability. 

40  Smaller  exporters  may  join  together  to  form  a  shared  FSC  (see  section  927(g))  or  individually  establish  a  small  FSC  (see  section 
922(b)  and  924(b)(2)). 

41  See  section  927(e)(3)  and  section  274(h)(6). 
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to  earn.42  One  administrative  pricing  rule  (the  23-percent  rule)  determines  a  transfer  price  (or 
commission)  such  that  the  taxable  income  of  the  FSC  attributable  to  the  sale  (or  lease)  does  not  exceed 
23  percent  of  the  combined  taxable  income  of  the  FSC  and  the  related  person  that  is  attributable  to 
foreign  trading  gross  receipts,  the  receipts  from  the  export  transaction  (or  group  of  transactions).  The 
other  rule  (the  1.83-percent  rule)  determines  a  transfer  price  (or  commission)  such  that  the  taxable 
income  of  the  FSC  attributable  to  the  sale  (or  lease)  does  not  exceed  1.83  percent  of  the  FSC's  foreign 
trading  gross  receipts  from  the  transaction  (or  group  of  transactions).  In  each  case  the  FSC  is  allowed 
to  treat  15/23  (65.22  percent)  of  its  foreign  trade  income  (gross  income  attributable  to  foreign  trading 
gross  receipts)  as  exempt. 

The  "exempt  foreign  trade  income"  earned  by  a  FSC  is  not  taxed  by  the  United  States  because 
it  is  characterized  as  foreign  source  income  that  is  not  effectively  connected  with  the  conduct  of  a  U.S. 
trade  or  business.43  Also,  no  U.S.  tax  is  paid  on  the  exempt  income  when  it  is  paid  to  U.S.  corporate 
shareholders  because  they  are  allowed  a  100-percent  dividends  received  deduction  for  dividends 
attributable  to  exempt  foreign  trade  income.44  The  only  corporate-level  tax  that  such  exempt  foreign 
trade  income  bears  is  foreign  income  tax,  which  ordinarily  is  minimal  because  a  FSC  is  usually  formed 
in  a  low-tax  country  or  in  a  country  or  U.S.  possession  that  exempts  FSC  income  from  tax.  Other 
income  earned  by  a  FSC  generally  is  taxed  under  regular  U.S.  rules.  Accordingly,  other  FSC  income 
is  taxed  either  in  the  year  in  which  it  is  earned  or  in  a  later  year  when  it  is  repatriated  as  a  dividend. 

An  exporter  with  a  FSC  generally  will  use  the  23-percent  rule  if  the  profit  margin  on  the  export 
transaction  is  at  least  8  percent  of  foreign  trading  gross  receipts.  If  the  23-percent  rule  is  used  to 
determine  the  FSC's  foreign  trade  income,  15  percent  of  the  combined  taxable  income  of  the  exporter 
and  the  FSC  from  the  export  transaction  is  exempt  from  U.S.  income  tax.  The  exempt  portion  may  be 
increased  if  the  marginal  costing  rules  are  used.4S  When  the  profit  margin  on  the  transaction  is  low 
and  the  1.83  percent  rule  is  used  to  determine  the  FSC's  foreign  trade  income,  the  exempt  portion  may 
approach  30  percent  of  the  combined  taxable  income  of  the  FSC  and  the  related  party  from  the 
transaction.46  In  those  less  common  transactions  in  which  the  FSC  deals  with  an  unrelated  party  (or 
deals  with  a  related  party  and  charges  a  price  determined  according  to  the  rules  of  section  482),  30 
percent  of  the  FSC's  foreign  trade  income  is  exempt  from  U.S.  income  tax. 


2.7   THE  INTERACTION  OF  THE  SALES  SOURCE  RULES  AND  THE  FSC  RULES 

A  U.S.  exporter  may  arrange  to  sell  abroad  through  a  FSC  and  use  the  sales  source  rules  to 
determine  the  source  of  income  earned  on  sales  to  the  FSC,  subject  to  a  limitation:  the  U.S.  exporter's 


4:   The  third  possibility  is  that  foreign  trade  income  is  based  on  a  price  determined  according  the  rules  of  section  482. 

°  The  income  also  is  excluded  from  the  rules  of  subpart  F  of  the  Code,  which,  inter  alia,  tax  certain  sales  and  services  income  earned 
by  certain  foreign  corporations  owned  by  U.S.  persons  to  those  persons  in  the  year  it  is  earned,  whether  it  is  distributed.  See  sections 
951(e)  and  954(d)  and  (e). 

44  Section  245(c). 

45  The  15  percent  is  determined  as  follows:  combined  taxable  income  x23%  x  15/23  =  15%  of  combined  taxable  income.  If  a  FSC 
is  seeking  to  establish  or  maintain  a  market  for  export  property  and  the  marginal  costing  rules  of  section  925(b)(2)  are  used,  the  exempt 
portion  may  exceed  65.22  percent  of  combined  taxable  income  because  the  FSC  under  those  marginal  costing  rules  may  earn  up  to  100 
percent  of  the  combined  taxable  income. 

46  The  FSC  rules  and  the  sales  source  rules  may  be  combined  to  create  an  additional  tax  saving.  This  case  is  discussed  in  the  following 
section. 
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foreign  source  income  from  the  sale  may  not  exceed  the  amount  that  would  have  been  treated  as  foreign 
source  income  under  the  comparable  DISC  pricing  rule.  This  limitation  is  intended  to  cap  the  aggregate 
U.S.  tax  saving  that  may  be  achieved  by  combining  the  FSC  rules  with  the  sales  source  rules.  The  same 
rule  applies  if  an  exporter  sells  abroad  directly  but  uses  a  FSC  as  its  commission  agent. 

For  example,  if  the  23-percent  rule  is  used,  generally  no  more  than  25  percent  of  the  combined 
taxable  income  of  the  FSC  and  the  U.S.  exporter  may  be  treated  as  foreign  source  income.47  Assuming 
the  exporter's  foreign  source  export  income  is  sheltered  entirely  from  U.S.  income  tax  by  excess  foreign 
tax  credits,  the  FSC  rules  combined  with  the  sales  source  rules  generally  will  effectively  exempt  40 
percent  of  export  income  from  U.S.  income  tax  (15  percent  under  the  FSC  rules  and  25  percent  with 
excess  foreign  tax  credits).  This  is  less  than  the  50-percent  tax  saving  that  could  be  realized  if  a  U.S. 
manufacturer-exporter  with  excess  foreign  tax  credits  does  not  utilize  a  FSC  and  the  exporter  is  able 
to  source  half  of  its  export  income  abroad  under  the  50-50  rule.48 

Exporters  with  excess  foreign  tax  credits  are  observed  using  FSCs,  however.  This  may  be 
because  foreign  buyers  sometimes  demand  that  title  pass  to  them  in  the  United  States.  These  sales, 
which  produce  all  (or  almost  all)  U.S.  source  income,  would  be  made  by  a  FSC.  This  FSC  usage  also 
may  occur  because  Notice  89-1 149  requires  an  exporter  that  uses  a  FSC  (and  one  of  the  FSCs 
administrative  pricing  rules)  also  to  use  the  50-50  rule  (subject  to  the  limitation  described  above)  to 
determine  the  source  of  income  from  sales  to  the  FSC,  even  when  an  IFP  exists.  If  an  exporter  does 
not  use  a  FSC,  and  it  files  an  income  tax  return  based  on  the  50-50  rule,  it  risks  having  more  than  50 
percent  of  its  export  income  treated  as  U.S.  source,  if  an  IFP  is  found  to  exist  by  an  IRS  audit.50 
Accordingly,  a  risk  averse  exporter  that  is  uncertain  whether  it  has  an  IFP  may  choose  to  utilize  a  FSC 
and  the  50-50  rule. 

For  years  prior  to  1989  use  of  a  FSC  may  have  been  part  of  a  strategy  to  hedge  against  the 
consequences  of  an  IRS  audit,  because  exporters  that  used  FSCs  also  may  have  used  the  50-50  rule  for 
non-FSC  exports.  These  exporters  may  have  expected  that,  if  they  should  be  determined  by  an  IRS  audit 
to  have  an  IFP  that  produced  less  foreign  source  income  than  the  50-50  rule,  they  could  amend  their 
returns  to  claim  FSC  benefits  for  the  sales  that  previously  had  not  been  made  by  the  FSC.  This  strategy 
is  no  longer  available.51 


47  Section  927(e)(1)  and  section  994(a)(2). 

48  For  exporters  that  buy  and  sell,  all  of  their  export  income  would  be  foreign  source  under  the  title-passage  rule  and  therefore  exempt 
from  U.S.  income  tax  (assuming  sufficient  excess  foreign  tax  credits  in  the  general  limitation  category). 

49  1989-1  C.B.  632. 

50  Although  an  exporter  may  amend  its  income  tax  return  to  allocate  sales  to  a  FSC  in  certain  cases  (see  Reg.  §  1 .925(a)-lT(e)(4)), 
it  may  not  take  advantage  of  Notice  89-1 1  unless  it  reported  the  exports  as  sales  to  a  FSC  (or  used  the  FSC  as  a  commission  agent)  on 
its  original  return.  Notice  89-87,  1989-2  C.B.  405. 

51  See  footnote  50. 


CHAPTER  3 
THE  BENEFITS  AND  THE  REVENUE  COST 


3.1       INTRODUCTION 

This  chapter  describes  the  benefits  and  the  revenue  cost  of  the  sales  source  rules  measured 
relative  to  an  activity-based  source  rule.  Generally  these  effects  vary  depending  upon  the  foreign  tax 
credit  position  of  the  exporter,  i.e.,  whether  it  has  credits  in  excess  of  the  limitation  amount,  and 
whether  the  exporter  has  tax  losses. 

In  general,  if  the  sales  source  rules  provide  a  U.S.  exporter  with  a  tax  saving,  then  they  can 
encourage  the  exporter  either  to  locate  production  in  the  United  States  and  to  export  to  foreign  markets 
or  to  invest  more  abroad  than  the  exporter  would  under  an  activity-based  rule.  Some  U.S.  exporters, 
however,  realize  no  tax  saving  from  the  sales  source  rules  and  receive  no  incentive,  either  to  invest 
abroad  or  to  export  more.  The  rest  of  this  chapter  describes  these  cases  and  lays  the  groundwork  for 
Chapter  4,  which  takes  these  different  cases  into  account  in  measuring  the  effects  of  the  sales  source 
rules. 


3.2       THE  EFFECT  ON  EXPORTS 

The  Sales  Source  Rules 

The  sales  source  rules  benefit52  U.S.  multinational  exporters  that  have  excess  foreign  tax 
credits53  in  the  general  limitation  category  (either  for  the  current  year  or  that  have  been  carried 
forward  from  prior  years)  that  locate  investment  in  the  United  States  and  export  to  foreign  customers.54 
The  rules  may  create  a  cost  advantage  for  these  exporters  leading  them  to  export  more  to  the  extent  that 
the  rules  treat  all  or  a  portion  of  export  income  as  foreign  source  income  and  that  income  bears  foreign 
income  tax  at  a  rate  less  than  the  U.S.  exporter's  U.S.  income  tax  rate.  When  these  conditions  exist  a 
U.S.  exporter  with  excess  foreign  tax  credits  may  average  or  cross-credit  foreign  income  taxes  in  the 
general  limitation  category;  i.e.,  effectively  use  taxes  paid  on  foreign  source  income  earned  in  a  high- 
tax  foreign  country  to  cover  some  (or  all)  of  the  U.S.  income  tax  liability  on  its  export  income.  (See 
the  example  on  page  5.)  In  this  way,  the  sales  source  rules  can  lower  an  exporter's  marginal  cost  and 
lead  to  additional  exports. 

There  are  two  cases,  however,  in  which  the  sales  source  rules  do  not  benefit  a  U.S.  exporter 
with  excess  foreign  tax  credits.  Both  involve  loss  situations.  First,  if  a  U.S.  exporter  would  have  an 
overall  U.S.  source  loss  for  the  year  under  an  activity-based  rule,  the  sales  source  rules  would  create 


"  In  this  report,  a  "benefit"  or  an  "export  benefit"  means  a  U.S.  exporter  would  export  more  under  the  sales  source  rules  than  it 
would  under  an  activity-based  rule,  although  the  value  of  exports  need  not  increase. 

55  Unless  otherwise  noted,  references  in  the  report  to  exporters  with  excess  foreign  tax  credits  are  to  exporters  with  excess  foreign 
tax  credits  under  the  sales  source  rules  (current  law). 

54   The  benefit  is  reduced  for  exporters  that  have  excess  foreign  tax  credits  but  expect  to  utilize  them  before  they  expire. 
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no  benefit  to  the  exporter.  The  domestic  loss  shelters  both  additional  U.S.  source  and  additional  foreign 
source  income  from  U.S.  tax,  so  the  source  of  additional  income  has  no  effect  on  tax  liability.55 

The  sales  source  rules  also  fail  to  benefit  a  U.S.  exporter  with  an  overall  foreign  loss  under  an 
activity-based  rule.  Additional  foreign  source  income  is  sheltered  from  U.S.  income  tax  by  the  foreign 
losses,  not  by  excess  foreign  tax  credits.56 

Finally,  while  they  provide  a  tax  saving,  the  sales  source  rules  do  not  encourage  exports  by 
exporters  that  would  have  excess  foreign  tax  credits  under  an  activity-based  source  rule,  but  that  have 
no  excess  foreign  tax  credits  under  the  sales  source  rules.  These  exporters  export  more  than  enough  to 
absorb  all  of  their  excess  foreign  tax  credits,  so  they  realize  no  tax  saving  from  the  last  unit  exported. 
If  the  last  unit  of  exports  was  profitable  without  the  tax  saving,  it  is  unlikely  that  the  firm's  total  exports 
were  affected  by  the  tax  saving.  For  these  taxpayers,  the  sales  source  rules,  however,  make  investment 
in  a  high-tax  country  more  attractive,  and  thus  provide  an  incentive  to  invest  abroad.57 


55  For  example,  consider  a  U.S.  exporter  with  a  $100  U.S.  source  loss  and  $200  of  foreign  source  taxable  income  that  is  subject  to 
foreign  income  tax  at  a  34-percent  rate,  i.e.,  it  pays  foreign  income  tax  of  $68.  Assume  that  it  also  has  a  foreign  tax  credit  carryover  of 
$34,  that  it  can  treat  its  export  income  as  foreign  source  income  and  that  it  will  pay  no  foreign  income  tax  on  that  income.  See  Column 
A.  Increasing  its  foreign  source  taxable  income  from  exports  by  $100  results  in  no  additional  U.S.  income  tax.  See  Column  B.  Also, 
increasing  its  taxable  income  from  domestic  sales  by  $100  results  in  no  additional  income  tax.  See  Column  C .  Accordingly,  for  an  exporter 
with  a  domestic  loss  the  source  of  a  marginal  amount  of  income  that  it  earns  is  immaterial. 


A 

B 

C 

U.S.  source  loss 

($100) 

($100) 

($100) 

Additional  sales  income 

Foreign  source 

100 

U.S.  source 

100 

Other  foreign  source  taxable  income 

200 

200 

200 

Worldwide  taxable  income 

100 

200 

200 

U.S.  income  tax  (pre-credit) 

34 

68 

68 

Foreign  income  taxes 

Current  year 

68 

68 

68 

Carryover 

34 

34 

34 

Limitation  fraction 

1 

1 

1 

Credit  allowable 

34 

34 

34 

Credit  used 

34 

68 

68 

U.S.  income  tax  (post-credit) 

0 

0 

0 

56  The  rules  may  create  a  slight  benefit  to  exporters  because  additional  foreign  source  income  reduces  an  overall  foreign  loss,  which 
is  recharacterized  as  U.S.  source  income  in  later  years.  Thus,  the  sales  source  rules  may  provide  a  cost  advantage  that  leads  to  additional 
exports  by  creating  a  future  tax  saving  compared  to  an  activity-based  rule. 

37  As  described  above,  the  sales  source  rules  facilitate  averaging  of  foreign  income  taxes  in  the  general  limitation  category,  and 
thus  allow  some  exporters  that  would  have  excess  foreign  tax  credits  under  an  activity-based  rule  to  be  in  an  excess  limitation  position. 
An  excess-limitation  exporter  pays  tax  at  the  U.S.  tax  rate  on  income  from  a  new  investment  in  a  high-tax  country,  because  income  from 
the  investment  can  be  averaged  with  low-taxed  export  income  to  allow  the  exporter  to  claim  a  larger  credit  than  it  could  have  claimed 
under  an  activity-based  rule  (when  it  was  in  an  excess  credit  position).  In  effect  the  high  foreign  tax  rate  on  the  income  from  the  new 
investment  and  the  low  (or  zero)  foreign  tax  rate  on  the  export  income  are  averaged  down  to  the  U.S.  rate.  Accordingly,  compared  to 
an  activity-based  rule,  the  sales  source  rules  provide  excess-limitation  exporters  with  an  incentive  to  locate  new  investment  in  high-tax 
countries  by  increasing  the  investment's  after-tax  return.  For  U.S.  exporters  that  would  not  be  in  an  excess  credit  position  under  an 
activity-based  rule,  or  that  would  have  a  domestic  loss  or  an  overall  foreign  loss  under  an  activity-based  rule,  the  sales  source  rules  provide 
no  incentive  to  invest  abroad. 
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The  FSC  Rules 

The  FSC  rules  exempt  a  portion  of  a  U.S.  exporter's  income  from  U.S.  income  tax.  This  can 
create  a  cost  advantage  and  lead  to  additional  exports. 

As  noted,  the  FSC  rules  alone  generally  exempt  no  more  than  15  percent  of  export  income  from 
tax  on  high-profit  sales  (no  more  than  30  percent  on  low -profit  sales).  If  a  manufacturer/exporter  with 
excess  foreign  tax  credits  uses  the  50-50  rule  alone,  half  of  its  export  income  effectively  is  exempt  from 
U.S.  income  tax.  An  exporter  with  excess  foreign  tax  credits  may  utilize  both  the  sales  source  rules  and 
a  FSC,  but  the  combined  tax  benefit  is  capped  so  that,  in  general,  no  more  than  40  percent  of  the  export 
income  is  exempt  from  U.S.  tax. 

The  benefits  of  FSC  usage  are  potentially  available  to  all  U.S.  exporters,  regardless  of  their 
foreign  tax  credit  position.  While  a  change  to  an  activity-based  source  rule  would  reduce  the  benefit  to 
exporters  provided  by  the  sales  source  rules,  the  reduction  in  the  benefit  would  be  offset  somewhat  by 
exporters  shifting  sales  to  FSCs.  The  estimates  in  this  report  account  for  this  expected  increase  in  FSC 
usage. 


3.3       THE  REVENUE  COST 

The  sales  source  rules  yield  less  tax  revenue,  than  an  activity-based  source  rule,  because  of  the 
tax  saving  realized  by  exporters  that  would  have  excess  foreign  tax  credits  under  an  activity-based  rule. 
By  creating  additional  low -tax  foreign  source  income,  the  sales  source  rules  allow  these  exporters  to 
reduce  their  U.S.  tax  liability  by  utilizing  additional  foreign  tax  credits.  The  sales  source  rules  could 
increase  exports  by  some  exporters;  for  others  the  effect  may  be  only  to  change  the  source  of  their 
export  income,  not  to  increase  it,  and  instead  to  increase  the  amount  of  investment  in  high-tax  foreign 
jurisdictions. 

In  general,  if  a  U.S.  exporter  does  not  currently  utilize  a  FSC,  the  revenue  cost  of  the  sales 
source  rules  is  the  difference  between  the  (otherwise)  excess  foreign  tax  credits  that  the  exporter  is 
permitted  to  claim  under  these  rules  and  the  tax  saving  that  it  would  realize  from  utilizing  FSCs  for  all 
of  its  exports  under  an  activity-based  rule.  If  a  U.S.  exporter  already  utilizes  a  FSC  for  all  exports,  the 
revenue  cost  of  the  sales  source  rules  is  the  full  amount  of  additional  foreign  tax  credits  that  are  claimed 
compared  to  an  activity-based  rule. 

There  are  several  cases  in  which  the  sales  source  rules  do  not  create  a  revenue  cost.  First,  there 
is  no  revenue  cost  associated  with  exporters  that  would  have  no  excess  foreign  tax  credits  under  an 
activity-based  rule.  Furthermore,  if  a  U.S.  exporter  would  have  an  overall  foreign  loss  under  an 
activity-based  rule  and  has  an  overall  foreign  loss  under  current  law,  then  there  is  no  current  revenue 
cost  associated  with  the  sales  source  rules.58  Similarly,  there  is  no  revenue  cost  in  the  case  of  a  U.S. 
exporter  that  would  have  a  domestic  loss  under  an  activity-based  rule  (whether  it  has  a  domestic  loss 
under  current  law). 


*  To  the  extent  the  sales  source  rules  produce  more  foreign  source  income  than  an  activity-based  rule,  the  exporter's  overall  foreign 
loss  and  domestic  income  are  reduced  compared  to  what  they  would  be  under  an  activity-based  rule.  Thus,  while  they  produce  no  current 
tax  saving  to  such  a  taxpayer,  they  tend  to  create  a  revenue  loss  in  future  years  compared  to  an  activity-based  rule. 
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3.4       SUMMARY 


The  various  effects  of  the  sales  source  rules  developed  in  this  chapter  are  summarized  in 
Table  3-1.  The  four  categories  of  exporters  described  in  the  table  are  used  in  Chapter  4  in  estimating 
the  effects  of  the  sales  source  rules. 


Exporters  with  excess  foreign  tax  credits  are  assigned  either  to  category  1  or  2.  Those  in 
category  1  have  a  domestic  loss  or  an  overall  foreign  loss.  All  other  exporters  that  have  excess  foreign 
tax  credits  are  assigned  to  category  2.  The  sales  source  rules  may  provide  exporters  in  category  1  with 
an  income  tax  saving,  but  they  do  not  encourage  either  additional  exports  or  investment  abroad. 
Exporters  in  category  2  realize  a  tax  saving  from  the  sales  source  rules  to  the  extent  that  they  would 
not  otherwise  absorb  the  excess  foreign  tax  credits  (currently  or  in  carryover  years). 

Exporters  without  excess  foreign  tax  credits  are  assigned  to  either  category  3  or  4.  Those  in 
category  3  have  no  excess  foreign  tax  credits  under  the  sales  source  rules,  but  they  would  have  excess 
credits  under  an  activity-based  source  rule.  These  exporters  realize  a  tax  saving  from  use  of  the  sales 
source  rules  and  an  incentive  to  invest  in  high-tax  countries,  but  are  not  encouraged  to  export  more. 
The  effect  of  the  sales  source  rules  is  merely  to  change  the  source  of  export  income  compared  to  an 
activity-based  rule  (not  to  increase  it). 

Some  exporters  in  category  4  with  no  excess  foreign  tax  credits  receive  an  incentive  to  invest 
in  high-tax  countries,  even  if  they  now  have  no  foreign  investment.  The  other  exporters  in  category  4 
have  foreign  subsidiaries  that  are  controlled  foreign  corporations,  but  did  not  claim  a  foreign  tax  credit. 
These  firms  might  have  de- 
ducted their  foreign  income 
taxes,  or  their  subsidiaries 
might  have  paid  no  dividends 
or  had  no  subpart  F  income. 
In  either  case  it  is  unknown 
whether  they  expect  to  gener- 
ate excess  credits  in  the  future, 
and  if  so  whether  they  expect 
to  have  more  excess  credits 
than  they  can  claim  under  the 
sales  source  rules.  Thus,  it  is 
unclear  whether  these  export- 
ers are  likely  to  realize  any  tax 
saving  in  the  future.  It  is  also 
unclear  whether  any  tax  saving 
will  encourage  either  addition- 
al exports  or  investment  in 
high-tax  countries.  For  the 
current  period,  however,  the 
sales  source  rules  do  not  pro- 
vide them  with  a  tax  saving  or          TT7T  Uk  ~      7" ~ 

°  *  Unless  an  exporter  would  have  a  domestic  profit  under  an  activity  based  rule  and  is  able  to 

enCOUrage  exports .  generate  enough  foreign  source  income  under  the  sales  source  rules  to  absorb  excess  foreign  tax 

credits.  Sec  note  35. 


Table  3-1 

THE  SALES  SOURCE  RULES 

COMPARED  TO  AN  ACTIVITY-BASED  RULE 


OBSERVED  WITH  EXCESS 
FOREIGN  TAX  CREDITS 


OBSERVED  WITHOUT  EXCESS 
FOREIGN  TAX  CREDITS 


CATEGORY  1 

U.S.  exporters  with  a  domestic  loss 
or  an  overall  foreign  loss 


Tax  Saving  -  No" 
Export  Benefit  -  No 

CATEGORY  2 

All  other  U.S.  exporters  with  excess 
foreign  tax  credits 

Tax  Saving  -  Yes 

Export  Benefit  -  Yes 


CATEGORY  3 

U.S.  exporters  that  would  have 
excess  foreign  tax  credits  under  an 
activity-based  rule 

Tax  Saving  -  Yes 

Export  Benefit  -  No 

CATEGORY  4 

All  other  U.S.  exporters  without 
excess  foreign  tax  credits 

Tax  Saving  -  Ambiguous 

Export  Benefit  -  Ambiguous 


CHAPTER  4 
DATA  AND  METHODOLOGY 


4.1       INTRODUCTION 


The  revenue  and  the  trade  effects  of  the  sales  source  rules  were  estimated  by  first  choosing  a 
baseline  against  which  to  measure  the  effect  of  the  rules.  Next,  available  IRS  and  Commerce 
Department  data  were  used  to  recalculate  the  overall  tax  liability  of  U.S.  exporters  under  the  baseline. 
Finally,  the  trade  effects  of  the  sales  source  rules  were  estimated. 

The  rest  of  this  chapter  describes  the  estimation  procedure.  It  includes  a  discussion  of  the 
sensitivity  of  the  estimates  to  the  various  assumptions  used  in  the  estimation  procedure. 


4.2       CHOICE  OF  BASELINE 

In  choosing  a  baseline,  three  criteria  were  used.  First,  there  was  a  desire  that  the  baseline  should 
reflect  closely  the  locus  of  the  economic  activity  that  gives  rise  to  income  from  the  sale  of  inventory 
property.  This  is  a  fundamental  element  of  many  of  the  Code's  source  rules.59  Second,  while  it  was 
recognized  that  all  countries  do  not  tax  income  from  imports  in  the  same  manner,  it  was  determined  that 
the  baseline  generally  should  be  compatible  with  our  trading  partner's  rules  for  taxation  of  income  from 
imports  in  order  to  avoid  double  taxation  of  export  income  when  possible.  The  baseline  chosen  should 
also  recognize  that  under  our  income  tax  treaties  export  income  is  not  taxed  by  our  treaty  partners 
unless  the  sale  is  made  through  a  local  office.  Finally,  it  was  thought  desirable  to  adopt  a  baseline  that 
preserved  elements  of  current  law,  to  the  extent  it  was  compatible  with  the  first  two  criteria.60 

The  independent  factory  price  method  generally  satisfies  all  three  criteria.  First,  because  it  is 
an  arm's-length  price  it  generally  determines  the  source  of  income  according  to  the  place  where  the 
activity  generating  the  income  occurs.  Second,  the  rule  generally  is  compatible  with  many  of  our 
significant  trading  partners'  tax  laws  which  also  use  an  arm's-length  standard  rather  than  a  formulary 
or  a  "taxpayer's-books"  approach.61  The  rule  also  is  harmonious  with  our  income  tax  treaties  which 
often  operate  to  exempt  export  income  from  foreign  tax.  Third,  the  IFP  method  obviously  preserves 
elements  of  current  law.  For  these  reasons,  the  IFP  method  was  the  first  choice  for  the  report's 
baseline. 

Unfortunately,  it  was  not  possible  to  use  the  IFP  method  as  the  baseline  because  of  limitations 
in  the  IRS  and  Commerce  Department  data,  and  because  there  are  cases  where  an  IFP  simply  does  not 


59  See,  e.g.,  section  861(a)(1)  (interest);  section  861(a)(3)  (personal  services)  and  section  861(a)(4)  (rental  income). 

60  Alternatives  to  the  sales  source  rules  have  been  proposed  and  analyzed  in  the  past.  See,  e.g.,  Proposals  on  United  States  Taxation 
of  Forei  ersons  and  of  the  Foreign  Income  of  United  States  Persons.  A.L.I.  20-34,  350-354  (1986);  U.S.  Department  of  the  Treasury, 
Tax  Ret  -  for  Fairness.  Simplicity  and  Economic  Growth:  The  Treasury  Department  Report  to  the  President,  Vol.  2,  364-368  (1984). 
Other  ai.iiv.*aves  are  conceivable.  For  example,  a  fixed  percentage  (other  than  50  percent)  of  a  U.S.  exporter's  income  from  the  sale 
of  inventory  property  could  be  treated  as  foreign  source  income.  Other  possible  approaches  include  allocating  income  to  foreign  sources 
based  on  the  ratio  of  the  value  of  the  exporter's  foreign  assets  involved  in  production  and  sales  to  the  total  value  of  assets  involved  in 
production  and  sales,  or  the  ratio  of  the  exporter's  foreign  direct  costs  associated  with  production  and  sales  to  total  direct  costs. 

61  For  a  discussion  of  the  rules  for  taxation  of  imports  of  twelve  U.S  trading  partners,  see  the  articles  listed  in  note  14. 
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exist.  Instead,  the  activity-based  source  rule  that  is  implicit  in  the  Commerce  Department  data  was 
chosen,  i.e. ,  all  export  income  imputed  from  the  Commerce  Department  data  was  treated  as  U.S.  source 
income. 

Exports  are  reported  to  the  Commerce  Department  at  the  selling  price  at  the  U.S.  port  of  export, 
if  the  property  is  sold  by  the  home  office.62  If  the  property  is  not  sold  by  the  home  office,  i.e.,  it  is 
transferred  to  a  foreign  branch  for  sale  abroad,  the  property  is  reported  to  the  Commerce  Department 
at  "cost"  at  the  U.S.  port  of  export.  It  is  understood,  however,  that  for  accounting  purposes  inventory 
property  transferred  to  a  foreign  sales  branch  often  is  treated  as  sold  by  the  home  office  to  the  branch. 
In  that  case  the  "cost"  of  property  transferred  to  a  branch  as  reported  to  the  Commerce  Department 
often  may  approximate  an  arm's-length  transfer  price  to  the  branch. 

Accordingly,  the  baseline  treats  as  U.S.  source  income  all  export  income  earned  through  direct 
export  sales  (those  sales  not  made  through  a  branch)  whether  an  IFP  in  fact  exists  and  whether  the  sale 
reported  to  the  Commerce  Department  established  an  IFP.  The  baseline,  therefore,  may  overstate  U.S. 
source  income  compared  to  situations  in  which  an  IFP  exists  or  income  otherwise  should  be  allocated 
abroad  because  of  foreign  activities.63  In  the  case  of  sales  made  through  a  foreign  branch  the  baseline 
treats  as  U.S.  source  income  only  the  income  imputed  from  the  value  (as  reported  to  the  Commerce 
Department)  of  the  inventory  property  at  the  U.S.  border,  which  should  be  close  to  the  amount  of 
income  allocated  to  U.S.  sources  when  an  IFP  exists. 


4.3       ASSUMPTIONS 

The  corporate  income  tax  and  Commerce  Department  data  used  in  preparing  this  report  do  not 
show  either  the  type  of  sales  source  rule  used  by  the  exporter,  i.e.,  title  passage,  IFP  or  50-50,  or  the 
percentage  of  income  from  the  sale  of  inventory  property  that  is  reported  as  foreign  source  income.  It 
therefore  was  necessary  to  make  assumptions  about  how  much  export  income  is  sourced  abroad  under 
current  law.  It  was  assumed  that  U.S.  exporters  that  did  not  make  sales  to  FSCs  used  the  50-50  rule. 
In  the  case  of  direct  sales  it  was  assumed  that  exporters  treated  50  percent  of  their  export  income  as 
arising  from  U.S.  sources  and  50  percent  as  arising  from  foreign  sources.  In  the  case  of  sales  through 
a  branch,  exporters  using  the  50-50  rule  would  source  a  larger  amount  abroad,  because  of  the  effect  of 
the  branch's  assets  on  the  allocation  formula. 

To  the  extent  U.S.  exporters  used  the  title-passage  rule  (because  they  purchased  and  sold 
inventory  property)  and  passed  title  abroad,  this  assumption  understates  the  amount  of  foreign  source 
income  earned.64  The  assumption  overstates  the  amount  of  foreign  source  income  for  exporters  of 
natural  resource  property.  For  exporters  that  had  an  IFP  and  used  the  IFP  method,  the  assumption 
probably  overstates  foreign  source  income  in  most  cases.  Since  the  data  are  from  1986,  a  year  prior  to 
the  Phillips65  decision,  this  effect  is  probably  small. 


62  The  data  are  reported  on  Form  7525-V,  Shipper's  Export  Declaration. 

63  As  noted,  the  report  also  adopts  a  baseline  which  sources  all  other  income  from  direct  export  sales  in  the  United  States.  This  result 
was  dictated  by  the  data. 

61  This  effect  is  likely  to  be  small  because  data  from  DISC  reports  indicate  that  this  pricing  method  is  used  for  less  than  4  percent 
of  total  U.S.  exports.  See,  for  example,  table  5-4(a)  in  U.S.  Department  of  the  Treasury,  The  Operation  of  the  Domestic  International 
Sales  Corporation.  July  1,  1981  to  June  30,  1983.  February  1988. 

65   97  T.C.  30  (1991),  discussed  at  page  9. 
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Finally,  it  was  assumed  that  U.S.  exporters  that  now  utilize  FSCs  would  continue  their  current 
FSC  usage  under  an  activity-based  rule.  When  the  estimates  were  calculated,  adjustments  also  were 
made  to  reflect  the  assumption  that  category  2  exporters  that  did  not  utilize  a  FSC  under  the  sales  source 
rules  would  utilize  a  FSC  for  all  exports  under  the  report's  activity-based  rule. 

4.4      ESTIMATING  THE  REVENUE  COST 

To  determine  the  revenue  effect  it  was  first  necessary  to  estimate  taxable  income  from  exports 
(exports  less  cost  of  goods  sold  and  deductions).  Two  methods  were  used  to  make  these  estimates.  The 
first  method  adjusted  the  export  sales  reported  on  the  1986  FSC  returns  and  the  foreign  source  taxable 
income  figures  reported  on  the  1986  corporate  foreign  tax  credit  forms  (Forms  1118)  as  sourced  under 
section  863(b)  to  arrive  at  total  (U.S.  and  foreign  source)  taxable  export  income.  The  1986  database 
was  used  because  it  was  the  most  recent  corporate  income  tax  return  database  available  that  contained 
complete  foreign  trade  data  at  the  time  the  report  was  prepared.  The  second  approach  taken  was  to 
multiply  the  Commerce  Department's  gross-sales  figures66  by  industry  profit  rates  that  were  derived 
from  the  1986  tax  returns  filed  by  a  sample  of  multinational  U.S.  corporations  to  arrive  at  taxable 
income  from  exports.67 


Table  4-1  shows  predicted  U.S.  exports  and  export  profit  rates  of  U.S.  multinational  exporters 
in  1990,  by  industry  group,  based  on  the  Commerce  Department  data.  When  this  report  was  prepared, 
the  latest  data  for  exports  by  U.S.  multi- 
nationals were  for  1988.  Exports  for  1990  Table  4-1 
were  predicted  by  assuming  that  exports                predicted  exports  and  export  profit 
in  each  industry  group  grew  by  22  per-       MARGINS  OF  U.  S.  MULTINATIONAL  EXPORTERS  IN  1990 
cent,   which  is  the  rate  of  growth   in 
overall  U.S.  exports  from  the  first  three 
quarters  of  1988  to  the  first  three  quarters 
of  1990.  The  second  column  shows  the 
average  profit  rate  on  exports  based  on 
the  1986  tax  returns. 


When  an  attempt  was  made  to 
reconcile  export  sales  as  reported  by  the 
Commerce  Department  with  export  sales 
constructed  from  the  tax  return  data,  only 
slightly  more  than  half  of  the  Commerce 
Department's  export  sales  could  be 
accounted  for  by  sales  to  FSCs  or  by  the 
sales  associated  with  foreign  source  tax- 
able income  reported  on  the  Forms  1118 
as  sourced  under  section  863(b).  The 
Commerce  Department's  sales  figures  are 


EXPORTS 

PROFIT  MARGIN 

INDUSTRY 

($  millions) 

ON  EXPORTS  (%) 

Wholesale  trade 

33,400 

4 

Manufacturing: 

212,900 

14 

Chemicals 

31,500 

20 

Electrical  machinery 

23,400 

15 

Food 

12,200 

4 

Non-electrical  machinery 

30,000 

12 

Primary  metals 

7,800 

15 

Transportation  equipment 

78,000 

12 

Other  manufacturing 

30,000 

15 

Petroleum 

10,200 

17 

Other  Industries 

6,200 

15 

Total 

262.700 

13 

Department  of  the  Treasury 
Office  of  Tax  Analysis 


66  See  Bureau  of  Economic  Analysis,  U.S.  Direct  Investment  Abroad:  Operations  of  U.S.  Parent  Companies  and  their  Foreign 
Affiliates.  Revised  1896  Estimates  (Washington,  D.C.:  U.S.  Department  of  Commerce),  1989. 

57  The  sample  consists  of  corporations  in  the  1986  Corporate  Tax  File  that  had  a  Domestic  International  Sales  Corporation  or  a  FSC, 
or  that  reported  export  income  sourced  abroad  on  Form  1118.  (The  Corporate  Tax  File  is  produced  by  the  Statistics  of  Income  Division 
of  the  Internal  Revenue  Service.) 
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considered  reliable,  which  suggests  that  perhaps  the  technique  used  to  derive  sales  from  the  income 
reported  on  the  Forms  1118  was  flawed  or  there  was  systematic  misclassification  of  foreign  source 
export  income  on  the  forms.  It  is  possible,  for  example,  that  a  significant  amount  of  foreign  source 
export  income  was  improperly  reported  as  "Other"  foreign  source  income  or  as  "Foreign  Branch" 
income  on  the  1986  Forms  1118,  rather  than  as  taxable  income  sourced  outside  the  United  States  under 
section  863(b).68 

The  decision  was  made  to  continue  the  estimation  process  using  the  taxable  income  from  exports 
derived  from  the  Commerce  Department  data,  but  to  introduce  some  refinements.  Since  the  Commerce 
Department  data  are  aggregated  by  industry  it  was  necessary  to  allocate  the  aggregate  amount  of  each 
industry's  export  income  to  the  firms  in  that  industry.  To  do  this,  first,  each  firm's  sales  were  taken 
from  the  tax  return  data,  and  total  industry  sales  also  were  determined.  Next,  the  Commerce 
Department  estimate  of  taxable  export  income  was  allocated  across  all  firms  in  an  industry  in  proportion 
to  the  ratio  of  the  firm's  sales  to  the  industry's  sales.69  These  estimates  then  were  supplemented  with 
export  data  on  the  top  50  exporting  firms  as  reported  by  Fortune  magazine.70  For  the  top  50  exporters, 
the  Fortune  figures  were  used  when  they  were  larger  than  the  tax  return  data,  otherwise  the  tax  return 
data  were  used.  If  the  imputed  taxable  export  income  from  the  Commerce  Department  data  was  larger 
than  the  larger  of  the  Fortune  or  tax  return  number,  the  excess  was  allocated  to  other  firms  in  the 
industry.  In  addition,  if  an  exporter's  FSC  return  or  reported  taxable  income  allocated  abroad  on  Form 
1118  indicated  that  the  company's  exports  were  greater  than  the  amount  imputed  from  the  Commerce 
Department  data  (for  all  but  the  top  50  exporters),  that  figure  was  used.  In  all  other  cases  the  taxable 
income  number  imputed  from  the  Commerce  Department  data  was  used. 


The  next  step  was  to  divide 
U.S  exporters  into  the  four  mutu- 
ally exclusive  categories  developed 
in  Chapter  3.  Table  4-2  shows  the 
amount  of  exports  in  each  of  the 
four  categories.  The  estimates  in 
this  report  were  made  by  assuming 
that  all  exporters  in  category  2 
realized  a  tax  saving  under  the 
sales  source  rules.  This  assump- 
tion may  overstate  the  degree  to 
which  the  rules  encourage  exports. 

After  taxable  income  from 
exports  was  determined,  it  was 
necessary  to  determine  how  much 
more  of  this  income  would  have 
been  treated  as  U.S.  source  in- 
come under  the  baseline  rule  than 


Table  4-2 
PREDICTED  EXPORTS  BY  CATEGORY  FOR  1990 


OBSERVED  WITH  EXCESS 
FOREIGN  TAX  CREDITS 


OBSERVED  WITHOUT  EXCESS 
FOREIGN  TAX  CREDITS 


CATEGORY  1  CATEGORY  3 

U.S.  exporters  with  a  U.S.  exporters  that  would  have 

domestic  loss  or  an  excess  foreign  tax  credits  under 

overall  foreign  loss  an  activity  based  rule 

1990  Exports:    $32.6  billion    1990  Exports:    $48.6  billion 

CATEGORY  2  CATEGORY  4 

All  other  U.S.  exporters  with  All  other  U.S.  exporters  without 
excess  foreign  tax  credits         excess  foreign  tax  credits 

1990  Exports:    $106.9  1990  Exports:    $199.2  billion' 

billion 

*  Sales  by  U.S.  exporters  without  foreign  operations  account  for  $124.6  billion 
of  this  total. 


68   On  the  other  hand,  when  the  same  exercise  was  done  with  1984  Commerce  Department  and  tax  return  data,  the  numbers  did 
reconcile. 

m  Thus,  it  was  assumed  that  each  firm's  share  of  the  industry's  exports  sales  was  proportional  to  its  share  of  the  industry's  total  sales. 

70  Fortune.  "The  50  Top  U.S.  Exporters,"  July  20,  1987,  p.  73. 
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under  the  sales  source  rules  for  exporters  in  categories  2  and  3.  Multiplying  this  resourced  income  by 
the  maximum  corporate  income  tax  rate  would  yield  the  revenue  estimate  (subject  to  further  adjustments 
described  below).  As  noted,  it  was  assumed  that  in  1986  all  U.S.  exporters  used  the  50-50  rule  to 
determine  the  source  of  their  export  income.  Accordingly,  under  the  baseline,  in  the  case  of  direct 
export  sales  not  made  through  FSCs,71  50  percent  of  taxable  export  income  was  resourced  to  the 
United  States. 

As  previously  explained,  in  the  case  of  branch  sales,  the  export  income  imputed  from  the  Com- 
merce Department  data  reflected  only  the  income  from  notional  sales  by  the  home  office  to  the  branch. 
These  sales  could  not  be  separately  identified,  however.  Thus,  for  all  export  sales,  50  percent  of  taxable 
export  income  was  recharacterized  as  U.S.  source  income.  For  branch  sales,  this  approach  yields  the 
true  change  in  export  income  of  the  U.S.  home  office  that  would  result  from  a  change  to  an  activity- 
based  rule,  i.e.,  treating  all  income  of  the  notional  sale  by  the  home  office  to  the  branch  as  U.S.  source 
income,  only  if  the  rates  of  return  on  the  branch's  and  the  home  office's  assets  are  the  same.72  To  the 
extent  this  assumption  is  not  true,  the  estimate  of  foreign  source  income  is  incorrect.  Any  error  should 
be  small,  however,  because  available  evidence  suggests  export  sales  through  branches  are  not  large.73 

Next,  the  revenue  estimate  was  adjusted  for  the  previously  described  expected  increase  in  FSC 
usage.74  Several  events  that  occurred  between  1986  and  1990  also  were  taken  into  account.  Domestic 
and  foreign  source  income  grew,  exports  grew,  and,  as  a  result  of  the  1986  Act,  statutory  U.S. 
corporate  tax  rates  declined.75 

To  account  for  these  changes,  a  two-stage  estimating  procedure  was  used.  In  the  first  stage,  the 
revenue  cost  of  the  sales  source  rules  was  estimated  as  it  would  have  been  in  1986  if  the  new,  lower 


71   The  adjustment  for  sales  through  FSCs  is  described  below. 

71   This  result  can  be  demonstrated  as  follows.  Assume  that 

D  :  imputed  taxable  income  from  Commerce  Department  data  attributable  to  home  office 

F  :  taxable  income  attributable  to  foreign  branch  (not  observed  in  Commerce  data) 

T  =  D  +  F  :  total  taxable  income  from  sale  through  branch 

d  :  home  office's  assets 

f  :  branch's  assets 

a  :  return  on  home  office's  assets 

b  :  return  on  branch's  assets 
If  the  exporter  uses  the  50/50  rule  and  passes  tide  abroad,  the  amount  of  foreign  source  export  income  now  reported  by  the  U.S.  exporter 
is  .5T  +  [.5T  x  (f/(d  +  f))l-  The  amount  of  income  that  is  resourced  by  the  estimation  procedure  is  .5D,  so  the  amount  of  foreign  source 
income  under  the  baseline  would  be  .5T  +  [.5T  x  (fJ (d +  {))]-. 5D,   which,  because  T  =  D  +  F,  D  =  ad,  and  F  =  bf,  can  be  restated  as 
.5[bf+(ad+bf)x(f/(d  +  f))].    Assuming  a  =  b,  this  reduces  to  bf  or  F. 

71  See  Gary  Clyde  Hufbauer  and  Arthur  Hammond-Tooke,  U.S.  Export  Competitiveness  and  the  Source-of-Income  Rules.  Export 
Source  Coalition  (1988).  This  study,  which  is  based  on  a  survey  of  firms,  estimates  (see  Table  9  of  the  study)  that  under  the  proposal 
contained  in  The  President's  Tax  Proposals  for  Fairness.  Growth  and  Simplicity,  May  1985  (Treasury  II),  only  2.4  percent  of  export 
income  would  be  allocated  to  foreign  sources.  Generally,  the  proposal  in  Treasury  II  would  have  sourced  50  percent  of  manufacturing 
export  income  based  on  where  manufacturing  took  place.  The  other  50  percent  would  be  sourced  in  the  United  States,  unless  the  exporter 
maintained  a  fixed  place  of  business  in  a  foreign  country  and  that  place  of  business  participated  materially  in  the  sale. 

74  It  was  known  which  exporters  used  a  FSC  in  1986  and  which  did  not.  Those  excess  limitation  exporters  that  did  not  use  a  FSC 
under  the  sales  source  rules  would  use  a  FSC  under  the  activity-based  rule.  (See  the  discussion  in  Chapter  3).  It  therefore  was  necessary 
to  reduce  the  revenue  estimate  by  these  exporters'  increased  FSC  usage.  It  was  assumed  that  use  of  a  FSC  would  exempt  15  percent  of 
taxable  export  income  from  tax.  Therefore,  for  those  exporters  that  did  not  use  a  FSC,  the  revenue  estimate  was  reduced  by  .15  x 
maximum  tax  rate  x  imputed  taxable  income.  A  more  complex  procedure  was  used  to  adjust  the  revenue  estimate  for  those  exporters 
that  used  a  FSC  in  1986. 

75  The  top  rate,  which  applies  to  the  great  bulk  of  corporate  income,  declined  from  46  percent  to  34  percent. 
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statutory  U.S.  corporate  tax  rates  had  been  in  place,  but  foreign  income  tax  rates  and  all  types  of  pre- 
tax income  (including  export  income)  remained  the  same.  U.S.  multinational  exporters  would  have  had 
many  more  excess  foreign  tax  credits  in  1986  if  the  lower  post-1986  corporate  income  tax  rates  had 
been  in  effect,76  giving  them  a  greater  incentive  to  use  the  sales  source  rules.  Therefore,  by  measuring 
the  excess  credit  positions  using  the  new  tax  rates,  more  exporters  were  put  in  category  2  and  fewer 
were  put  in  categories  3  and  4. 

In  the  second  stage,  estimates  from  the  first  stage  were  projected  forward  as  if  export  profits  in 
each  category  grew  in  the  same  proportion  as  exports  grew.  Profit  rates  on  exports  in  1986  are  assumed 
to  be  typical  for  other  years,  and  the  proportion  of  total  export  profits  in  each  industry  that  falls  into 
each  of  the  four  categories  also  is  assumed  to  be  typical. 

This  two-stage  procedure  fails  to  account  for  a  number  of  other  changes  that  occurred  between 
1986  and  1990.  The  following  are  among  the  more  important  factors  that  the  procedure  fails  to  reflect. 
First,  some  firms  probably  would  have  had  more  excess  foreign  tax  credits  to  carry  forward  to  1986 
if  the  lower  rates  had  been  in  effect  in  previous  years.  Thus,  the  1986  returns  might  tend  to  understate 
the  number  of  firms  that  would  be  in  category  2,  and  overstate  the  numbers  that  would  be  in  categories 
3  and  4  in  years  immediately  following  the  reductions  in  the  U.S.  corporate  tax  rates. 

Second,  an  exporter  that  utilizes  a  FSC  has  less  export  income  that  can  be  allocated  abroad  using 
the  sales  source  rules,  and  exporters  with  sufficient  excess  foreign  tax  credits  would  realize  a  greater 
overall  tax  saving  by  not  using  a  FSC.  Thus,  FSCs  may  have  been  used  less  and  the  sales  source  rules 
used  more  under  the  post-1986  tax  rates,  because  fewer  firms  would  have  been  able  to  exhaust  their 
excess  foreign  tax  credits  using  the  rules  without  foregoing  some  FSC  benefits.  This  effect  may  have 
been  reduced  slightly  by  Notice  89-11,  which  encouraged  the  use  of  FSCs  by  exporters  who  thought 
they  might  have  an  IFP.  Adjusting  for  any  decrease  in  FSC  usage  would  cause  the  revenue  cost  of  the 
sales  source  rules  to  be  slightly  higher.  Also,  the  adjustment  would  mean  allocating  more  firms  to 
category  3  and  fewer  to  category  2. 

Third,  no  adjustment  was  made  for  the  changes  to  the  alternative  minimum  tax  made  by  the  1986 
Act.  The  direction  of  this  effect  is  difficult  to  predict.  First,  it  is  unclear  whether  the  AMT  foreign  tax 
credit  limitation  is  generally  larger  or  smaller  than  the  regular  foreign  tax  credit  limitation  for  a 
taxpayer  subject  to  the  AMT.  There  are  effects  which  can  work  in  both  directions.  However,  even  if 
the  AMT  limitation  is  larger,  the  AMT  foreign  tax  credit  is  limited  to  90  percent  of  AMT  income  which 
tends  to  reduce  the  tax  credit  allowable. 

Finally,  the  two-stage  estimating  procedure  makes  no  allowance  for  (i)  the  foreign  tax  credit 
look-through  rules  of  section  904(d)(3)  added  by  the  1986  Act  which  may  create  low-tax  foreign  source 
income,  (ii)  reductions  in  foreign  corporate  income  tax  rates  that  have  occurred  since  1986  and  (iii)  the 
implementation  of  foreign  tax  credit  planning  techniques.  These  are  significant  factors  that  would  tend 
to  reduce  the  excess  credit  positions  of  U.S.  multinationals  in  1990  from  the  projections  based  on  data 


76  Other  provisions  in  the  1986  Act  also  tend  to  create  excess  tax  credits,  such  as  the  increase  in  the  number  of  foreign  tax  credit 
categories  that  reduced  opportunities  for  averaging  foreign  income  taxes  and  changes  in  rules  governing  allocation  of  interest  and  other 
expenses  to  foreign  source  income.  The  change  in  the  interest  allocation  rules,  however,  also  reduced  the  tax  benefits  provided  by  the 
sales  source  rules. 
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for  their  1986  income  and  taxes.  These  factors  would  also  reduce  the  number  of  firms  put  in  category 
2  and  increase  the  numbers  put  in  categories  3  and  4.  Thus,  they  would  reduce  the  revenue  cost  of  the 
sales  source  rules,  but  they  would  reduce  the  exports  stimulated  by  a  greater  proportion. 

In  an  attempt  to  provide  some  estimate  of  the  importance  of  the  factors  not  accounted  for  in  the 
two-stage  estimating  procedure,  data  on  excess  foreign  tax  credit  positions  in  1988  by  industry  were 
used  to  adjust  the  results  based  on  the  1986  sample.77  A  second  set  of  estimates  was  constructed  in 
which  the  proportion  of  total  export  profits  earned  by  firms  with  excess  foreign  tax  credits  was  reduced 
to  reflect  the  fact  that  a  smaller  proportion  of  total  foreign  source  income  was  earned  by  firms  with 
excess  tax  credits  in  the  sample  of  1988  returns  than  was  predicted  based  on  the  1986  returns.  Export 
profits  attributed  to  firms  with  excess  foreign  tax  credits  were  reduced  accordingly.  The  adjustments 
are  subject  to  a  number  of  errors  and  are  not  regarded  as  being  more  accurate  than  the  unadjusted 
results.  In  any  event,  the  adjusted  and  unadjusted  results  were  quite  similar.  In  the  adjusted  calculations, 
the  revenue  cost  of  the  sales  source  rules  was  estimated  to  be  about  86  percent  as  great  ($1.8  billion) 
and  the  net  increase  in  exports  was  estimated  to  be  about  84  percent  as  great  as  the  unadjusted  estimates 
based  on  the  1986  sample. 

Finally,  neither  set  of  calculations  reflects  the  effect  of  the  Phillips  case  decided  by  the  Tax 
Court  in  1991.  Exporters  with  an  IFP  that  used  the  50-50  rule  prior  to  1991  thinking  the  IFP  method 
was  not  mandatory  will  now  have  to  use  it.  This  change  would  reduce  the  revenue  cost  of  the  sales 
source  rules  as  estimated  in  the  report. 


4.5       ESTIMATING  THE  TRADE  EFFECTS 

Only  exporters  in  category  2  are  likely  to  be  encouraged  to  export  more  by  the  sales  source 
rules.  This  depends  mainly  on  three  factors.  The  first  is  the  proportion  of  the  tax  saving  that  the  firm 
passes  through  to  its  export  customers  in  the  form  of  lower  prices.78  The  larger  this  proportion,  the 
greater  the  incentive  for  foreign  customers  to  buy  more  exports.  The  second  factor  is  the  responsiveness 
of  the  foreign  customers  to  a  change  in  the  export  price.  The  greater  this  responsiveness,  the  greater 
the  increase  in  exports  for  any  given  price  reduction.  The  third  factor  is  the  response  of  exchange  rates 
to  the  change  in  foreign  export  purchases.  For  example,  if  foreign  customers  spend  more  on  U.S. 
exports,  they  will  need  to  buy  more  dollars  from  foreign  exchange  markets,  which  will  tend  to  cause 
the  dollar  to  appreciate.79  Dollar  appreciation,  in  turn,  would  attenuate  the  initial  reduction  in  the  price 
of  exports  and  also  reduce  the  price  of  U.S.  imports. 

The  value  of  U.S.  exports  is  likely  to  fall  as  a  result  of  changing  the  sales  source  rules,  but  the 
effect  on  the  U.S.  balance  of  trade  in  goods  and  services  is  ambiguous.  The  balance  of  payments 
constraint  requires  the  balance  of  trade  in  goods  and  services  to  equal  net  international  lending  or 
borrowing.  For  example,  a  U.S.  deficit  in  the  balance  of  trade  in  goods  and  services  must  be  paid  for 


77  Complete  calculations  based  on  1988  data  could  not  be  performed  because  all  of  the  information  needed  from  the  1988  returns  were 
not  available. 

78  This  proportion  depends  on  the  firm's  export  supply  schedule.  The  less  elastic  this  schedule,  the  smaller  the  proportion  of  the  tax 
saving  that  is  passed  through  to  export  customers.  Unfortunately,  estimates  of  export  supply  elasticities  are  very  unreliable. 

79  It  is  possible  (particularly  in  the  short  run)  that,  although  foreigners  are  induced  to  buy  more  U.S.  exports  by  the  price  reduction, 
the  increase  in  quantity  will  not  be  sufficient  to  offset  the  reduction  in  price  and  total  export  earnings  will  fall.  In  this  case,  the  exchange 
rate  would  respond  to  offset  a  tendency  for  the  export  price  reduction  to  move  the  U.S.  trade  balance  to  deficit. 


-24- 

by  net  borrowing  from  foreigners.  Conversely,  an  increase  in  net  borrowing  from  foreigners  must  be 
matched  by  an  increased  deficit  in  the  balance  of  trade  in  goods  and  services. 

In  the  medium  term,  replacing  the  sales  source  rules  with  an  activity-based  rule  might  either 
increase  or  reduce  net  U.S.  borrowing  from  foreigners.  The  change  might  reduce  net  borrowing  from 
abroad  by  providing  additional  tax  revenue  and  thus  reducing  borrowing  needs  of  the  U.S.  government. 
It  might  also  reduce  net  borrowing  from  abroad  by  causing  U.S.  firms  to  invest  more  abroad  to  supply 
foreign  markets  from  foreign-based  production  instead  of  exporting.  On  the  other  hand,  if  governments 
intervene  to  prevent  the  value  of  the  dollar  from  falling  in  response  to  the  rule  change,  such  intervention 
would  increase  net  borrowing  from  abroad  (it  would  amount  to  U.S.  borrowing  from  abroad  by 
monetary  authorities). 

To  estimate  the  trade  effects,  it  was  assumed  that  U.S.  exporters  in  category  2  pass  the  full 
amount  of  the  tax  saving  forward  to  their  foreign  customers  in  the  form  of  lower  prices.  The  resultant 
price  reduction  is  equal  to  the  cash  payment  that  would  be  needed  to  provide  the  same  after-tax  benefit 
as  the  tax  saving,  divided  by  the  value  of  exports.  This  assumption  overstates  the  true  price  effect, 
because  U.S.  producers  presumably  capture  some  of  the  tax  saving  in  the  form  of  increased  after-tax 
profits.  Also,  some  firms  and  industries  are  not  very  sensitive  to  tax  incentives80  or  make  pricing 
decisions  on  a  pre-tax  basis. 

The  medium-term  effect  on  exports  in  each  industry  is  calculated  using  a  standard  trade 
model.81  The  model  assumes  that  there  is  no  net  change  in  international  capital  flows  (that  is,  there 
is  no  change  in  net  borrowing  from  abroad).82  The  model  also  assumes  that  the  amount  of  foreign- 
currency  income  from  U.S.  investments  abroad  and  the  dollar  amount  of  income  repatriated  by  foreign 
investors  from  their  U.S.  investments  are  fixed,  because  these  income  flows  are  determined  largely  by 
existing  investment  stocks.  The  equations  of  the  model  and  the  demand  elasticities  needed  to  apply  it 
are  presented  in  the  appendix. 

The  long-run  effect  on  total  exports  is  calculated  using  a  general-equilibrium  model  developed 
at  the  Department  of  the  Treasury.83  The  model  accounts  for  the  effects  of  changes  in  relative  prices 
among  various  sectors  of  the  U.S.  economy  that  are  caused  by  the  sales  source  rules.  It  also  accounts 
for  the  investment  incentives  created  by  the  rules.  The  model  assumes  that  any  revenue  gain  from 
eliminating  the  rules  would  be  automatically  redistributed  and  so  would  not  increase  overall  resources 
available  to  the  government.84  The  weighted  average  of  the  export  demand  elasticities  used  in  the  study 
is  -2.6.  This  value  is  higher  than  some  recent  econometric  estimates,  so  the  model  might  tend  to 


80  See  Wilson,  "The  Role  of  Taxes  in  Location  and  Sourcing  Decisions,"  Harvard  Business  School  Working  Paper  (1991). 

81  The  model  is  essentially  the  one  used  by  the  U.S.  International  Trade  Commission,  The  Economic  Effects  of  Significant  U.S. 
Import  Restraints.  Phase  I:  Manufacturing.  October  1989.  Similar  models  have  also  been  used  to  examine  the  trade  consequences  of  other 
tax  changes.  See,  for  example,  Jane  G.  Gravelle,  "International  Tax  Competition:  Does  it  Make  a  Difference  for  Tax  Policy?,"  National 
Tax  Journal.  September  1986,  pp.  375-384;  and  Donald  J.  Rousslang,  "The  Effects  of  Recent  Corporate  Tax  Changes  on  U.S. 
International  Trade,"  National  Tax  Journal.  December  1987,  pp.  603-615. 

82  This  assumption  is  often  used  in  calculating  the  trade  effects  of  exogenous  price  changes,  for  lack  of  a  better  alternative.  See,  for 
example,  the  studies  cited  in  the  previous  note. 

83  The  model  is  described  in  a  working  paper  "A  Model  with  Asset  Mobility  and  Trade  with  an  Application  to  Alternative  Export 
Incentives,"  by  John  Mutti  and  Harry  Grubert.  A  briefer  description  (by  the  same  authors)  is  given  in  "Taxes,  International  Capital  Flows 
and  Trade:  The  International  Implications  of  the  Tax  Reform  Act  of  1986,"  National  Tax  Journal.  September  1987. 

84  The  revenue  might  be  redistributed  by  reducing  the  tax  on  wage  income,  for  example. 
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overstate  the  positive  effect  that  sales  source  rules  have  on  exports.85  Estimates  of  the  elasticity  are 
subject  to  such  a  wide  margin  of  error,  however,  that  the  true  elasticity  could  easily  be  greater  than  the 
assumed  value. 


M  See,  for  example,  the  paper  by  Paul  Krugman  and  Richard  Baldwin,  "The  Persistence  of  the  U.S.  Trade  Deficit,"  Brookings  Papers 
on  Economic  Activity  (1987). 


CHAPTER  5 
RESULTS  AND  CONCLUSIONS 


5.1       THE  REVENUE  COST 

Table  5-1  shows  the  estimated  net  revenue  cost  of  the  sales  source  rules  in  1990  for  each  of  the 
four  categories  of  firms  described  in  Chapter  4,  by  industry  group.  The  results  indicate  that  the  bulk 
of  the  tax  savings  is  estimated  to  go  to  firms  that  are  likely  to  be  encouraged  to  receive  a  cost  benefit 
and  export  more.  It  is  also  estimated  that  these  firms  received  about  89  percent  of  the  total  tax  savings. 
Another  10  percent  of  the  tax  savings,  however,  goes  to  firms  that  might  receive  an  incentive  to  invest 
abroad  in  high-tax  countries.  The  total  tax  savings,  and  thus  the  total  revenue  cost  for  1990,  is  estimated 
to  be  about  $2.1  billion. 

The  main  source  of  possible  error  in  this  estimate  of  the  revenue  cost  is  due  to  uncertainty  over 
the  excess  foreign  tax  credit  positions  of  exporting  firms  in  1990.  These  positions  were  forecast  by 
adjusting  1986  data  on  foreign  source  income  and  taxes,  because,  at  the  time  the  report  was  prepared, 
a  complete  set  of  data  was  not  available  for  later  years.  This  forecast  was  used  to  produce  the  results 
shown  in  Table  5-1 .  A  rough  estimate  based  on  an  incomplete  set  of  1988  data  produced  a  1990  revenue 
cost  of  $1 .8  billion.  For  years  after  1991  the  revenue  cost  may  be  even  lower  than  this  estimate  because 
exporters  with  sales  to  independent  distributors  generally  must  determine  the  source  of  their  export 
income  using  the  independent  factory  price  method. 


Table  5-1 
ESTIMATED  NET  REVENUE  COST  OF  THE  SALES  SOURCE  RULES  IN  1990 

($MTLLIONS) 


FIRMS  WITH  EXCESS 

FIRMS  WITHOUT  EXCESS 

FOREIGN  TAX  CREDITS 

FOREIGN  TAX  CREDITS 

CATEGORY  1 

CATEGORY  2 

CATEGORY  3 

CATEGORY  4 

Firms  that  obtain 

Firms  that  obtain 

Firms  that  obtain  an 

INDUSTRY 

no  export  benefit 

an  export  benefit 

investment  incentive 

All  other  firms 

Wholesale  trade 

2.5 

123.6 

2.6 

0 

Manufacturing 

27.0 

1,291.2 

182.3 

0 

Chemicals 

11.4 

554.3 

30.6 

0 

Electrical  machinery 

2.9 

106.9 

63.9 

0 

Food 

* 

81.5 

* 

0 

Non-electrical  machinery 

0.6 

169.6 

1.5 

0 

Primary  metals 

• 

81.1 

4.1 

0 

Transportation  equipment 

2.5 

123.6 

2.6 

0 

Other  manufacturing 

2.6 

174.2 

79.6 

0 

Petroleum 

* 

362.2 

* 

0 

Other 

0.1 

36.3 

7.0 

0 

Total 

27.1 

1,813.3 

228.7 

0 

Total  revenue  cost  for  all  categories:  $2,069.1 

Department  of  the  Treasury 
*    Less  than  $50,000. 
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5.2       THE  TRADE  EFFECTS 
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Table  5-2  presents  the  results  from  the 
medium-term  model.  According  to  the  esti- 
mates, after  accounting  for  the  effect  on  dollar 
exchange  rates,  replacement  of  the  sales  source 
rules  with  an  activity-based  rule  would  have 
caused  total  goods  exports  of  U.S.  multina- 
tionals to  decline  by  $2.11  billion  in  1990.  It  is 
estimated  that  by  reducing  the  value  of  the 
dollar  such  a  switch  also  would  have  caused  an 
increase  in  exports  of  goods  by  U.S.  exporters 
without  overseas  operations  of  $440  million,  an 
increase  in  services  exports  by  all  firms  (not 
counting  the  change  in  income  from  foreign 
investment)  of  $520  million,  a  reduction  in  U.S. 
imports  of  goods  of  $850  million,  a  reduction  in 
U.S.  imports  of  services  of  $120  million,  and  a 
decrease  in  the  dollar  value  of  receipts  from 
U.S.  foreign  investment  abroad  of  $180  million. 
The  net,  mid-term  effect  of  replacement  of  the 
sales  source  rules  with  an  activity-based  rule  on 
the  balance  of  trade  in  goods  and  services, 
therefore,  would  be  zero. 

Estimates  of  the  effect  of  the  sales 
source  rules  on  U.S.  exports  are  subject  to 
substantial  error,  owing  to  uncertainty  over  how 
much  of  the  tax  saving  an  exporter  passes  on  to 
foreign  customers  in  the  form  of  lower  prices 
and  the  responsiveness  of  foreign  customers  to 
lower  prices.  The  estimates  for  the  trade  effects 
are  based  on  the  assumption  that  all  of  the  tax 
saving  is  passed  forward  to  foreign  customers, 
although,  as  discussed  on  page  24,  this  may  not 
always  be  the  case. 


Table  5-2 

ESTIMATED  EFFECTS  ON  U.S.  TRADE  IN  1990  OF 

REPLACING  THE  SALES  SOURCE  RULES  WITH 

AN  ACTIVITY-BASED  SOURCE  RULE 

($  MILLIONS) 


REDUCTION  IN  EXPORTS  OF  GOODS  BY 

U.S.  MULTINATIONAL  CORPORATIONS 

INDUSTRY                                   i 

CHANGE  IN  EXPORTS 

Wholesale  Trade 

70 

Manufacturing: 

1,410 

Chemicals 

460 

Electrical  machinery 

310 

Food 

40 

Non-electrical  machinery 

480 

Primary  metals 

80 

Transportation  equipment 

10 

Other  manufacturing 

150 

Petroleum 

480 

Other 

30 

Total  exports  of  goods  by 

U.S.  multinational  corporations 

2,110 

OTHER  CHANGES 

IN  TRADE 

Increase  in  exports  of  goods  by 

non-multinational  U.S.  firms 

440 

Decrease  in  imports  of  goods 

850 

Increase  in  exports  of  services" 

520 

Decrease  in  imports  of  services 

120 

Decrease  in  income  from 

U.S.  investments  abroad 

180 

Department  of  the  Treasury 
Office  of  Tax  Analysis 

*   Excluding  income  from  U.S.  investment  abroad 


The  estimates  of  the  responsiveness  of  foreign  purchases  to  lower  prices  (the  elasticities  of 
foreign  demand  for  U.S.  exports)  used  in  the  model  are  higher  than  most  econometric  estimates,  but 
the  estimates  are  subject  to  substantial  error.  (The  elasticities  used  to  produce  the  results  in  Table  5-2 
are  set  out  on  Table  A-l  on  page  33.)  Typically,  values  from  one-half  to  one  and  one-half  times  the 
central  estimate  are  within  a  reasonable  range  of  error.86 

The  average  of  the  elasticities  of  foreign  demand  for  U.S.  exports  used  in  this  study  (weighted 
by  the  value  of  the  export  incentive  in  each  industry)  is  slightly  greater  than  2.  Using  a  range  of  from 


86  See,  e.g.,  the  estimates  in  the  survey  by  Robert  Stern,  Jonathan  Francis  and  Bruce  Shulmacher,  Price  Elasticities  in 
International  Trade  (1976). 
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one-half  to  one  and  one- half  times  this  value  yields  estimates  for  the  net  effect  on  total  U.S.  exports  that 
range  from  zero  to  about  $4  billion. 

The  estimates  of  the  trade  effects  of  the  sales  source  rules  that  were  produced  by  the  long-run 
model  were  very  similar  to  those  of  the  medium-term  model.  Like  the  medium-term  model,  the  long-run 
model  also  estimated  that  replacement  of  the  sales  source  rules  with  an  activity-based  rule  would  result 
in  an  increase  in  imports  that  would  largely  offset  the  estimated  decline  in  exports. 


5.3       THE  EFFECTIVENESS  OF  THE  SALES  SOURCE  RULES 
IN  ENCOURAGING  EXPORTS 

The  sales  source  rules  may  be  less  effective  in  encouraging  exports  than  a  uniform  tax  benefit 
for  all  export  income  with  the  same  revenue  cost,  in  part  because  a  portion  of  the  benefits  of  the  sales 
source  rules  go  to  firms  that  receive  no  cost  benefit  from  the  rules.  As  shown  in  Table  5-1,  11  percent 
of  the  tax  savings  afforded  by  the  rules  goes  to  category  1  and  category  3  firms.  Data  from  corporate 
tax  returns  for  1984  indicate  that  only  39  percent  of  all  exporting  firms  receive  a  tax  saving  from  the 
sales  source  rules. 

Some  of  the  benefits  of  the  sales  source  rules  go  toward  encouraging  exports  that  are  later 
imported  into  the  United  States.  Roughly  4  to  5  percent  of  manufactured  exports  of  U.S.  multinational 
corporations  are  components  that  are  shipped  abroad  to  be  assembled  or  otherwise  modified  for  final 
sale  in  the  United  States.87  Increases  in  such  exports  will  probably  result  in  a  more-than-matching 
increase  in  U.S.  imports,  because  it  will  encourage  greater  use  of  offshore  assembly  operations.88 


"   See  U.S.  International  Trade  Commission,  The  Use  and  Economic  Impact  of  TSUS  Items  806.30  and  807.00.  1988. 
88    See  the  study  by  R.  Boltuck,  J.  Mendez,  T.  Murray,  and  D.  Rousslang,  "Offshore  Assembly  Provisions  in  the  U.S.:  Some 
Possible  Trade  Effects  of  Their  Repeal,"  Weltwirtschaftliches  Archiv.  Band  126,  1990. 


APPENDIX 

Medium-Term  Effects  of  Replacing  the  Sales  Source  Rules 
With  an  Activity-Based  Source  Rule 


This  appendix  describes  the  equations  used  to  calculate  the  effect  on  exports  in  each  year  in  the 
medium  term  (a  period  of  several  years)  if  the  sales  source  rules  were  replaced  with  an  activity-based 
source  rule.  Assuming  all  the  tax  savings  were  passed  through  to  foreign  customers  (that  is,  the  supply 
curves  of  the  multinational  firms  are  horizontal),  the  direct  effect  would  be  to  raise  the  export  price  of 
firms  in  category  2  by  the  proportion  equal  to  the  cash  payment  that  would  be  needed  to  provide  the 
same  after-tax  benefit  as  the  tax  saving,  divided  by  the  value  of  exports.  The  assumption  tends  to 
overstate  the  price  change  faced  by  foreign  importers. 

Denoting  the  average  proportional  price  increase  for  exports  of  multinational  firms  in  industry 
i  as  dP„  the  change  in  the  value  of  their  exports  after  accounting  for  the  response  of  the  exchange  rate 
is  given  as 

dEGi  =  X,EG,(dP,  -  e)  +  dP.EG,,  (1) 

where  EGj  is  the  initial  value  of  exports  by  multinational  firms  in  the  industry,  X;  is  the  price  elasticity 
of  foreign  demand  for  the  exports  (a  negative  number),  and  e  is  the  proportional  change  in  the  exchange 
rate,  where  the  exchange  rate  is  defined  as  the  dollar  price  per  unit  of  foreign  exchange.  The  term  (dPj  - 
e)  is  the  proportional  change  in  price  of  the  exports  after  the  exchange  rate  change.  For  example,  an 
increase  of  one  percent  in  the  dollar  price  of  the  export  and  an  increase  of  one  percent  in  the  dollar 
price  of  foreign  currency  would  offset  each  other  and  leave  the  foreign  currency  price  to  the  foreign 
customer  unchanged. 

The  value  of  goods  exports  of  non-multinational  firms  is  also  affected  by  the  exchange  rate 
change.  Denoting  the  initial  value  of  these  exports  as  EGn,  the  change  caused  by  the  exchange  rate 
change  (again  assuming  horizontal  supply  curves)  is 

dEGn  =  -X^EG.,  (2) 

where  X„  is  the  elasticity  of  foreign  demand  for  the  exports  (a  negative  number). 

The  value  of  goods  imports  is  also  affected  by  the  exchange  rate  change.  Assuming  the  supply 
curve  for  imports  is  horizontal,  the  change  is  given  as 

dIG  =  eIG(M  +1)  (3) 

where  IG  is  the  initial  value  of  goods  imports  and  M  is  the  price  elasticity  of  U.S.  import  demand  (a 
negative  number). 

For  services  exports  whose  value  is  fixed  in  terms  of 
foreign  exchange  (ESf),  we  have 

dESf  =  eESf  (4) 
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where  dESf  is  the  change  in  the  dollar  value  of  these  exports.  For  services  exports  that  are  responsive 
to  changes  in  the  exchange  rate,  such  as  tourism  and  transportation  services  (ESr),  the  change  in  value 
is  given  as 

dESr  =  X,eESr  (5) 

where  X,  is  the  elasticity  of  foreign  demand  for  the  exports  and  ESr  is  their  initial  dollar  value.  (The 
supply  curve  for  the  services  exports  is  assumed  to  be  horizontal,  as  are  the  supply  curves  for  goods 
exports.) 

For  services  imports  whose  dollar  value  is  fixed,  the  change  is  zero,  or 

dISf  =  0.  (6) 

For  services  imports  that  are  responsive  to  changes  in  the  exchange  rate,  such  as  tourism  and 
transportation  services,  we  have 

dISr  =  (M,  +  l)eISr,  (7) 

where  M,  is  the  elasticity  of  demand  for  the  responsive  imports,  dISr  is  the  change  in  these  imports  and 
ISr  is  their  initial  value.  Assuming  there  is  no  change  in  capital  flows,  the 

balance-of -payments  constraint  forces  the  dollar  value  of  the  balance  on  trade  in  goods  and  services  to 
sum  to  zero,  or 

EidEGi  +  dEGn  -  dIG  +  dESf  +  dESr  -  dISf  -  dISr  =  0.  (8) 

Substituting  into  equation  (8)  from  (1)  through  (7)  and  solving  for  e  yields 

e  =  E^  +  l)dPiEG,  -r  [  EidEGi  +  X..EG,,  +  (M  +  1)IG  -  ESf  + 


X,ESt  +  (Mr  +  l)ISr  J.  (9) 

After  solving  for  e,  its  value  is  used  in  equations  (1)  through  (7)  to  solve  for  the  changes  in  exports  and 
imports. 

Table  A-l  shows  the  demand  elasticities  used  for  the  calculations.  Values  for  EGn,  IG,  ESf,  ESr, 
and  ISr  in  1990  were  imputed  based  on  1989  levels  and  the  growth  from  the  first  three  quarters  of  1989 
to  the  first  three  quarters  of  1990.  (These  were  the  most  recent  data  available  at  the  time  this  report  was 
prepared.)  The  imputed  values  are  EGn  =  124.6  billion,  IG  =  $492.8  billion,  ESf  =  $105.3  billion, 
ESr  =  $150.2  billion  and  ISr  =  $72.3  billion. 
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Table  A-l 
DEMAND  ELASTICmES 


ELASTICITY  OF  DEMAND  FOR  EXPORTS  OF  GOODS  BY 
U.S.  MULTINATIONAL  CORPORATIONS  (Xi) 


INDUSTRY ELASTICrTY 

Wholesale  trade  .2.0 

Manufacturing: 

Chemicals  .1.7 

Electrical  machinery  -4.1 

Food  _1.6 

Primary  metals  -1.9 

Non-electrical  machinery  -3.8 

Transportation  equipment  -3.8 

Other  manufacturing  2.0 

Petroleum  -2.0 

Other  -2.0 

OTHER  DEMAND  ELASTICITIES' 

Elasticity  of  demand  for  exports  of  goods  by  non-multina- 
tional U.S.  firms  (Xn)  -2.0 

Elasticity  of  U.S.  demand  for  imports  (M)  -2.0 

Elasticity  of  demand  for  exports  of  services  (Xr)  -2.0 

Elasticity  of  demand  for  imports  of  services  (Mr)  -2.0 

Department  of  Treasury 
Office  of  Tax  Analysis 


*  Values  for  Xi  are  based  on  the  a  priori  estimates  used  by  Margaret  Buckler  and  Clopper 
Ahnon,  Imports  and  Exports  in  an  Input-Output  Model.  American  Statistical  Association 
Proceedings,  1972.  The  value  for  Xn  was  taken  as  the  weighted  average  of  the  Xi's.  The  value 
for  the  remaining  demand  elasticities  represents  a  subjective  average  of  the  demand  elasticities  in 
Buckler  and  Almon,  and  in  Robert  Stem,  Jonathan  Francis  and  Bruce  Schumacher,  Price 
Elasticities  m  International  Trade.  (London:  The  Macmillan  Press),  1976. 
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